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THE ROLE OF THE INTERNATIONAL MONETARY AGREE- 
MENTS IN A WORLD OF PLANNED ECONOMIES 


RAYMOND F. MIKESELL 


cuss certain aspects of the postwar 
international economic agreements 
in relation to the economic developments 
of the postwar world. This analysis will 
be confined to the credit and exchange 
policy provisions of the International 


I Is the purpose of this article to dis- 


Monetary Fund together with those pro- 
visions of the Anglo-American financial 
agreement and of the proposed charter 
for an International Trade Organization 
which deal with quantitative and ex- 
change restrictions.’ Although a number 
of modifications were introduced as a re- 
sult of negotiations with other govern- 
ments, the basic structures of these 
agreements were developed by the tech- 
nical experts of the United States gov- 
ernment. Taken together, the agree- 
ments constitute an American program 
for the restitution of multilateral world 
trade. They are in large measure postu- 
lated on the existence of a world in which 


* All references to the Charter will be to the 
Draft Charter for the International Trade Organiza- 
tion of the United Nations (Department of State, 
September, 1947 [hereafter cited as “J.T.O. 
Charter’”’|). This draft is based on the articles as 
drafted at the Geneva meeting of the Preparatory 
Committee of the International Conference on 
Trade and Employment, April—August, 1947. 


trade is conducted by unregimented pri- 
vate enterprise and are designed to as- 
sure its successful operation by correct- 
ing the sources of international malad- 
justment which characterized the 1920’s 
and 1930’s. 

The increasing socialization of pro- 
duction and distribution and the growing 
adherence to the philosophy of economic 
planning raise serious questions regard- 
ing the preconceptions upon which these 
agreements are based. Whether or not 
this trend is to be reversed over the next 
generation or so is hazardous to predict. 
It is possible that world economic stabili- 
ty and prosperity will be accompanied by 
a gradual removal of state controls and a 
return of international trade to private 
hands. International agreements such as 
the Fund agreement, the Anglo-Ameri- 
can financial agreement and the proposed 
1.T.O. charter may serve to create a more 
favorable environment for the successful 
functioning of systems of free enterprise.’ 
But these agreements do not require that 

*It is conceivable that prosperous conditions 
may favor socialization of industry in some coun- 
tries. For example, the Labour government in 
Britain might be able to move more rapidly in the 


implementation of its long-range program of sociali- 
zation in prosperous times than at present. 
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trade be conducted by private enter- 
prise, nor do they provide for the elimi- 
nation of state controls. International 
agreements are not likely to alter directly 
the fundamental structure of production 
and commerce among the nations of the 
world. Developments affecting the pat- 
tern of economic controls are rooted in 
the political and economic philosophies 
of the individual countries and are gener- 
ally unaffected by the platitudes and the 
vague and well-hedged obligations of in- 
ternational conventions. 

Without appearing to predict the out- 
come of current trends, it may be profit- 
able to examine the role of our monetary 
agreements in a world in which interna- 
tional trade is predominantly subject to 
state control. For the purposes of this 
analysis it makes little difference whether 
trade is in the hands of state trading or- 
ganizations or associations of privately 
owned enterprises whose trading activi- 
ties are closely supervised by the state 
or whether control takes the form of a 
comprehensive system of import licens- 
ing. The essential condition is that deci- 
sions regarding what and how much to 
import and export, as well as the origin 
and destination of trade, are no longer 
made by private traders operating in ac- 
cordance with the rules of free competi- 
tive enterprise. We will first discuss the 
objectives and policies stated in our 
monetary agreements in relation to a 
world of planned trade, following which 
we will suggest how these policies and 
objectives might be modified to serve 
such a world. 

Whatever may have been in the minds 
of the delegates of the other countries 
represented at the Bretton Woods con- 
ference, it is clear that the American au- 
thors of the proposal for an International 
Monetary Fund predicated their propos- 
al on a postwar world in which interna- 


tional trade would be predominantly in 
the hands of free private enterprise. The 
principal considerations on which the 
Monetary Fund was originally drafted 
may be summarized as follows: 

1. Since the experience of the interwar 
period shows that exchange rate fluctua- 
tions present a serious problem for post- 
war international trade, the stabiliza- 
tion of exchange rates at appropriate 
levels and the prevention of competitive 
exchange depreciation should be part of 
the first order of business in the restora- 
tion of normal world trade. 

2. Equilibrium in the balance-of-pay- 
ments is largely determined by the unco- 
ordinated and unregimented activities of 
private traders at home and abroad oper- 
ating in freely competitve world markets 
for internationally traded commodities 
and services. 

3. Balance-of-payments disequilibri- 
ums are normally temporary and self-cor- 
recting phenomena. Prolonged deficits 
may be corrected by appropriate internal 
fiscal and monetary policies or, in the 
case of chronic balance-of-payments dis- 
equilibriums, by a change in the ex- 
change rate. 

4. Although the U.S.S.R. and perhaps 
a few other countries would have social- 
istic economies, the bulk of the world’s 
business, internal and external, would be 
in private hands with a minimum of 
planning and direct participation by 
governments. Hence, to restore free and 
multilateral trade, it is only necessary to 
remove government restrictions on pri- 
vate traders. 

5. The postwar transition period dur- 
ing which most nations would need to 
maintain exchange and quantitative 
trade controls in order to protect their 
balance of payments and to facilitate re- 
construction would be relatively short— 
say, three to five years—following which 
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it would be possible for nearly all coun- 
tries to achieve international equilibrium 
and currency stability without the use of 
exchange and trade restrictions. 

The preconceptions outlined above are 
subject to a variety of modifications de- 
pending upon how the monetary agree- 
ments themselves are interpreted. A 
study of the evolution of these agree- 
ments in successive American drafts will, 
in the opinion of the author, reveal that 
these considerations dominated the 
thinking of the American experts. Let us 
examine these basic preconceptions in 
relation to the operation of our monetary 
agreements under the assumption that 
the present world trend in the direction 
of economic planning continues. 


EXCHANGE RATE FLUCTUATIONS 


The original United States proposal 
for an international stabilization fund 
was based largely on the operations and 
objectives of the United States Exchange 
Stabilization Fund.’ Like our domestic 
stabilization fund, the primary purpose 
of the international stabilization fund 
was the stabilization of exchange rates in 
a world in which countries were no longer 
on the gold standard or one in which gold 
arbitrage could not be counted on to per- 
form adequately the function of keeping 
rates stable. Also like its domestic coun- 
terpart, the international fund was to be 
passive in that it would not take a posi- 
tion in a currency on its own initiative.‘ 

3 The first published draft of the American plan, 
entitled Preliminary Draft Outline of a Proposal for 
a United and Associated Stabilisation Fund, was 
released to the public in April, 1943. The original 
drafts of this proposal as developed in the Treasury 
Department date from January, 1942. 

‘During the period 1936-38 the U.S. Exchange 
Stabilization Fund supported foreign currencies in 
the New York market in accordance with the terms 
of the Tripartite agreement. However, such pur- 
chases were made with a gold guaranty and at 
rates established by the foreign governments 
themselves. 


The parities were to be determined by 
international agreement and would not 
be changed except with the concurrence 
of both the Fund and the individual 
member.’ Foreign exchange for the sup- 
port of official parities could be pur- 
chased from the international fund by 
the member with its own currency, a 
technique which is similar to the method 
employed by the United States Fund in 
its stabilization agreements with other 
countries.® 

This preoccupation by American ex- 
perts with international currency values 
in planning for the postwar world is un- 
derstandable in the light of the history 
of widespread currency depreciation fol- 
lowing World War I and the cycle of de- 
valuation in the 1930’s. Exchange de- 
preciation undoubtedly interfered with 
the recovery of Europe and contributed 
to internal inflation in the immediate 
postwar years. Likewise, the mad 
scramble of nations to reduce the pres- 
sure of deflation through devaluation 
during the 1930’s was disturbing to in- 
ternational trade. However, the interna- 
tional economic environment today dif- 
fers from that of both the 1920’s and the 
1930’s in several significant ways, which 
greatly alter the position of the exchange 
mechanism in international relations. 
Unlike the period immediately following 
World War I, there is little disposition 
on the part of countries to get rid of ex- 
change and licensing controls. Except for 
a few countries whose currencies are 
closely tied to the dollar, all countries 
maintain controls on both capital and 
current transactions. Therefore there is 
no problem of nations being unable to 

5 This provision was later altered to permit a 


unilateral change by the member up to ro per cent 
of the original parity. 

*See Arthur I. Bloomfield, “Operations of the 
American Exchange Stabilization Fund,” Review 
of Economic Statistics, May, 1944. 
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maintain their official rates; nor is there 
a problem of so-called competitive ex- 
change depreciation so long as there are 
world-wide shortages of commodities. 
Competitive currency depreciation is 
not likely to take place on a large scale 
in a world of planned trade for two rea- 
sons. First, imports will be controlled 
through import licensing and exchange 
rationing, and currency depreciation will 
not be required as a means of reducing 
the demand for imports. Second, where 
lower export prices are considered desir- 
able, there are a number of other means 
of achieving the same end, e.g., subsidies 
to private exporters, sales by state trad- 
ing monopolies at a loss, bilateral ar- 
rangements in which losses on exports 
can be made up by profits from imports, 
and the use of special exchange rates to 
encourage exports. Thus many countries 
may choose to avoid the political disad- 
vantages of formal devaluation by con- 


tinuing to employ one or more of these 
expedients more or less indefinitely as a 
means of improving their trade balance. 
In fact, as international trade becomes 
more and more a matter of intergovern- 
mental barter arrangements, exchange 
rates tend to lose their significance. 


THE FIXING OF THE INITIAL PARS 


The establishment of improper ex- 
change rates following World War I has 
frequently been cited as contributing to 
the breakdown of the international cur- 
rency mechanism of the early 1930's. 
One of the most important functions of 
the Monetary Fund as conceived by its 
sponsors in the United States was, there- 
fore, the determination through interna- 
tional co-operation of the parities of its 
members.’ In accordance with the provi- 


7See, e.g., Report of the Senate Committee on 
Banking and Currency on H.R. 3314 (The Bretton 
Woods Act of 1945 [July 6, 1945]), p. 7- 
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sions of the Fund agreement, it was ex- 
pected that the Fund would carefully 
scrutinize the initial pars submitted by 
its members with a view to determining 
whether or not such rates were consistent 
with the maintenance of international 
equilibrium.* On December 18, 1946, the 
managing director of the Fund an- 
nounced the certification of the par 
values of thirty-two of the Fund’s thirty- 
nine members. Of the thirty-two par 
values accepted by the Fund, about half 
were approximately the same or higher 
than they were in September, 1939, and 
only one (the French franc) was less than 
50 per cent of its September, 19309, pari- 
ty. This was surprising in view of the 
fact that prices in many of the member- 
countries had increased from 300 to as 
high as rooo per cent during the war peri- 
od. Each of the par values accepted was 
identical with the official rates prevailing 
at the time of the announcement. The 
remaining member-countries elected to 
postpone certification of their rates to a 
later date, and there is no evidence to 
show that the Fund rejected any par 
value which was actually submitted for 
certification. 

Although elaborate balance-of-pay- 
ments and other studies were made by 
the technical staff of the Fund and by 
the United States National Advisory 
Council, it is evident from the official 
statement made by the Fund at the time 
the par values were announced that no 
attempt was made to establish equilib- 
rium rates. The following paragraphs 

8 See Articles of Agreement, International Mone- 
tary Fund and International Bank for Reconstruc- 
tion and Development (Treasury Department, 1944 
[hereafter cited as“‘Articles of Agreement’’}). Art.XX, 
sec. 4, provides that the Fund may reject a par 
value submitted to it by a member if ‘‘in its opinion 
the par value cannot be maintained without causing 
recourse to the Fund on the part of that member 


or others on a scale prejudicial to the Fund and to 
members.” 
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taken from the official statement are in- 
dicative of the Fund’s attitude: 


The Fund realizes that at the present ex- 
change rates there are substantial disparities 
in price and wage levels among a number of 
countries. In present circumstances, however, 
such disparities do not have the same signifi- 
cance as in normal times. For practically all 
countries, exports are being limited mainly by 
difficulties of production or transport, and the 
wide gaps which exist in some countries between 
the cost of needed imports and the proceeds 
of exports would not be appreciably narrowed 
by changes in their currency parities. In addi- 
tion, many countries have just begun to recover 
from the disruption of war, and efforts to re- 
store the productivity of their economies may 
be expected gradually to bring their cost struc- 
tures into line with those of other countries. 
Furthermore, for many countries now con- 
cerned with combating inflation there is a 
danger that a change in the exchange rate would 
aggravate the internal tendencies toward in- 
flation. 

In view of all these considerations, the Fund 
has reached the conclusion that the proper 
course of action is to accept as initial par 
values the existing rates of exchange. 


Although the author entertains some 
doubts as to the correctness of the Fund’s 
action,® the attitude of the Fund on the 


See my “Determination of Postwar Exchange 
Rates,” Southern Economic Journal, January, 1947. 
Although it will be readily admitted that there are 
many cases at the present time in which no con- 
ceivable rate could achieve international equilibrium 
without the aid of controls, gross disparities should 
not, in the opinion of the author, have been sanc- 
tioned by the Fund. Even though a readjustment 
of rates may prove to be of little consequence under 
current conditions of universal shortages and 
artificial prices, present-day exchange rates are 
influential in determining the future pattern of 
production and world trade. If production and trade 
are restored on the basis of an improper rate struc- 
ture, world trade will not be so large as it would 
otherwise be, nor will the trade which does take 
place secure the maximum benefits of international 
specialization. This will be true, to a substantial 
degree, at least, for a state trading system as well 
as for a world organized on the basis of free trade. 
The argument that rates can be changed after the 
transition period breaks down for two important 
reasons. First, the future structure of production and 


initial pars is a significant indication of 
the altered position of exchange rates 
themselves in a world of controlled trade. 
Controls on production and distribution 
of both domestic and internationally 
traded commodities together with the 
extensive employment of exchange con- 
trols have greatly weakened the influence 
of exchange rates and exchange-rate 
changes over the pattern of trade. In ad- 
dition, the criterion, established by the 
Fund agreement, for judging the ap- 
propriateness of exchange rates may 
have little validity in a world in which 
balances of payments are subject to di- 
rect control.’® This criterion will be dis- 
cussed in the following section. 


THE CONCEPT OF INTERNATIONAL 
EQUILIBRIUM 


The concept of international equilib- 
rium as the product of freely competitive 
forces operating in world markets for 
commodities and services is basic to the 
policies and operations of the Monetary 
Fund as it was conceived by its authors. 
The realism of this concept was never 
seriously challenged in the course of ne- 
gotiations leading up to the establish- 
ment of the Fund, even by the repre- 
sentatives of those countries which may 
be expected to maintain state control 
over all or a large part of their foreign 
trade. The most serious rival to the 


trade will be developed with reference to the rate 
pattern of the transition period, and vested interests 
will have been built up for the retention of existing 
rates. Second, in the absence of free-exchange mar- 
kets, there will be little pressure on countries to 
devalue. Such pressures as may come from ex- 
porters will be more than overbalanced by the 
political unpopularity of currency depreciation, 
and existing rates will be continued indefinitely by 
means of trade restrictions and controls. 


te According to the Articles of Agreement, rate 
changes are justifiable in the event of a fundamental 
disequilibrium in the balance of payments of a 
member. 
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American proposal for an international 
fund, Lord Keynes’s International Clear- 
ing Union,“ was even more dependent 
upon the concept of international equi- 
librium. Under the Clearing Union 
scheme, a potential creditor, country was 
asked to have enough faith in the 
mechanism of international! equilibrium 
to be willing to accept an almost un- 
limited amount of credits from the rest 
of the world. Under the Clearing Union 
proposal, credits became available auto- 
matically whenever a member experi- 
enced a deficit in its current internation- 
al accounts. These credits at the Clearing 
Union became transferable and accept- 
able in payment of international obliga- 
tions by all members. The United States 
negotiators rejected this idealistic pro- 
posal and proposed, instead, a contribut- 
ed fund with limited liability for creditor 
nations. After the general acceptance of 
the American proposals, the British rep- 
resentatives took the position—both at 
the Bretton Woods conference in July, 
1944, and again at the Savannah mone- 
tary conference in March, 1946—that 
the Fund should grant credits more or 
less automatically (up to the limit of the 
member’s drawing rights) whenever a 
member experienced a deficit in its inter- 
national accounts. Again the American 
representatives showed somewhat less 
faith in the fortuitous character of equi- 
librium and disequilibrium by insisting 
that extensions of credits by the Fund be 
reviewed by the executive board of the 
Fund, 

The Monetary Fund was designed to 
provide international liquidity in the 
event of balance-of-payments maladjust- 
ments of a short-term character. The 
fundamental requisite for the granting 


™ Proposals for an International Clearing Union 
(New York: British Information Services, April 8, 


1943). 
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of credits by the Fund is a deficit in the 
current international accounts of the 
borrowing member. Although it is ex- 
plicitly provided in the Fund agreement 
that the borrowing member shall repay 
the Fund when its current balance has 
turned favorable, the mechanism by 
which the balance is reversed or equilib- 
rium is restored is not made clear. This 
mechanism obviously does not depend 
on the effects of gold movements upon 
price levels since, by the time the Fund 
was established, it was clear to nearly 
everyone that monetary authorities in 
the postwar world would pursue domes- 
tic monetary policies independent of the 
volume of their international reserves. 
Nor can it be assumed that equilibrium 
will be restored by permitting trade defi- 
cits and surpluses to have a multiplier 
effect on national income (and hence a 
corresponding effect upon imports), since 
it may be expected that most countries 
will pursue domestic economic policies 
designed to compensate for the deflation- 
ary effects of trade deficits and the infla- 
tionary effects of surpluses. A restoration 
of equilibrium might be expected in the 
case of temporary discrepancies result- 
ing from seasonal fluctuations, crop 
failures, national disasters, and short- 
term cyclical movements. The Fund 
might also supply foreign exchange in 
cases where the source of the maladjust- 
ment could be traced to an improper ex- 
change rate, an inflationary monetary 
fiscal policy, or the loss of some important 
export. In such cases funds might be sup- 
plied on condition that the borrowing 
member took steps to correct the im- 
balance. But there exists no dependable 
mechanism by means of which deep- 
seated maladjustments in the structure 
of world trade can be removed. For ex- 
ample, it is quite possible that the highly 
unbalanced condition of world trade in 
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the immediate postwar period may prove 
to be chronic, and that the so-called 
postwar transition period, during which 
an excessive demand for exports from 
the Western Hemisphere was to be ex- 
pected, may extend over a generation or 
more. Under such circumstances the 
Fund’s ability to supply dollars would 
soon be exhausted if the Fund were to 
follow the criteria for extending credit 
outlined in the Articles of Agreement. 
More significant than the mechanism 
by which equilibrium is restored is the 
underlying assumption in the Fund 
agreement that a balance-of-payments 
surplus or deficit is not something which 
is predetermined but is rather the prod- 
uct of a multitude of unco-ordinated 
transactions arising out of the decisions 
of individual traders operating in world 
markets. The Fund agreement does not 
necessarily presuppose a perfectly com- 
petitive world and the absence of all 
state-controlled trade. What is assumed, 
however, is that the area of free interna- 
tional dealings is sufficiently large to 
make the existence of a surplus or a defi- 
cit within reasonable limits the product 
of individual transactions which are free 
and subject to competitive forces rather 
than the deliberate operations of the con- 
trolled sector of the economy. When all 
or a major part of a member’s foreign 
transactions are planned, the original 
basis for the granting of credits by the 
Fund is destroyed, since the member can 
determine in advance whether or not it 
will have a deficit or a surplus. Similarly, 
the mechanism provided by the Fund 
agreement for repayment loses most of 
its significance when trade is controlled. 
Instead of fixing a definite maturity for 
loans granted by the Fund, it is provided 
that, in years of surplus, borrowing mem- 
bers must use a part of that surplus to 
repay the Fund for credits granted in 


periods of deficit." Fortunately the 
agreement also provides for interest 
charges which increase progressively 
with the amount and duration of the 
credits. Without these charges (the in- 
clusion of which was fought bitterly by 
several countries at the Bretton Woods 
conference on the grounds that they were 
counter to the principles of the automatic 
restoration of equilibrium) state trading 
countries would have little incentive to 
reduce their indebtedness to the Fund. 
The concept of equilibrium is also 
basic to the decisions of the Fund relat- 
ing to the alteration of exchange rates. 
Members of the Fund agree not to 
change their rates except to correct a 
“fundamental disequilibrium” and, in 
those cases in which the Fund’s permis- 
sion must be given before a change can 
be made, the basic criterion is whether 
or not there exists a fundamental dis- 
equilibrium." Although fundamental dis- 
equilibrium is not defined in the Fund’s 
Articles of Agreement, it was evident from 
the discussions which preceded the for- 
mal drafting of the agreement that the 
term refers to a sustained imbalance in 
a member’s current international ac- 
counts."* Properly interpreted, such an 
imbalance would be one which was not 
offset by long-term borrowings and 
would be accompanied by a sustained 
loss of international reserves or con- 


See Articles of Agreement, Art. V, sec. 7(6). 
*3 Tbid., Art. IV. 


%4There has been considerable debate among 
economists as to what should be the criteria for 
alterations in exchange rates (see my “Determina- 
tion of Postwar Exchange Rates,” Southern Eco- 
nomic Journal, January, 1947). From a study of the 
unpublished minutes of the pre-Bretton Woods 
negotiations, however, it is clear that the principal 
criterion for rate alterations in the minds of the 
authors of the text of the Fund agreement was the 
existence of a disequilibrium in the current inter- 
national accounts of the member requesting a 
change. 
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tinued borrowings from the Fund or from 
other sources of short-term credits. The 
implication that a change in a member’s 
exchange rate will correct a fundamental 
disequilibrium depends in large meas- 
ure upon the existence of world markets 
and competitive forces which relate 
prices and costs in different countries. 
To the extent that internal price sys- 
tems are insulated from external prices 
by means of internal price and trade 
controls, international commodity agree- 
ments covering production, prices and 
marketing quotas, and barter agree- 
ments between governments, and to the 
extent that balances of payments are 
directly managed by the state, the 
rationale of the Fund’s criterion for 
alterations in exchange rates breaks 
down. 

Disequilibrium in a member’s balance 
of payments also provides the criterion 
for the employment of exchange restric- 
tions on current international transac- 
tions during the postwar transitional pe- 
riod and thereafter in exceptional cir- 
cumstances with the permission of the 
Fund.’ Similarly the proposed I.T.O. 
charter permits members to employ both 
exchange and quantitative trade con- 
trols whenever necessary to safeguard 
their balance of payments.”® A serious 


*8 Articles of Agreement (Art. XIV, on transitional 
arrangements) states that “members shall withdraw 
restrictions maintained or imposed under this 
Section as soon as they are satisfied that they will 
be able, in the absence of such restrictions, to settle 
their balance of payments, in a manner which will 
not unduly encumber their access to the resources 
of the Fund.” 


% The J.7.0. Charter (Art. 21) states that a mem- 
ber may use import restrictions to the extent neces- 
sary “to forestall the imminent threat of, or to stop, 
a serious decline in its monetary reserves, or in 
the case of a Member with very low monetary 
reserves, to achieve a reasonable rate of increase in 
its reserves”; see my “Quantitative and Exchange 
Restrictions under the ITO Charter,” AER, June, 
1947. 
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difficulty with this criterion is that mem- 
bers might maintain controls on current 
transactions indefinitely simply by pur- 
suing policies which would preclude the 
attainment of equilibrium in the absence 
of controls. Such policies might include 
the maintenance of an overvalued ex- 
change rate, inflationary monetary and 
fiscal policies, or large foreign purchases 
by government purchasing agencies. 
Again, where the bulk of the foreign 
trade is in government hands, the bal- 
ance of payments becomes largely a mat- 
ter of governmental decisions. 

Finally we come to the role of interna- 
tional equilibrium in the administration 
of the scarce-currency provisions of the 
Fund. When the Fund finds that it is 
about to exhaust its supply of a currency 
as a result of a world shortage of that cur- 
rency, it may declare that currency to be 
scarce and ration its remaining and ac- 
cruing supply in accordance with the 
principle of greatest need. Such a decla- 
ration automatically gives other mem- 
bers the right to discriminate in their 
trade against the scarce-currency coun- 
try."”? A scarce-currency situation could 
only be brought about in the event of 
excessive demands for a key currency 
since demands on the Fund for the cur- 
rency of a small country could always be 
met with the Fund’s supply of gold and 
gold-convertible currencies. Practically, 
this means that the United States is the 
only large potential scarce-currency 
country although, if the United States 
dollar were declared scarce, a number of 
other currencies closely tied to the dollar 
would undoubtedly have to be declared 
scarce because of increased pressure on 
the Fund’s supplies of these currencies. 


11 Articles of Agreement, Art. VII. The I.T.O. 
charter and the Anglo-American financial agreement 
also provide for exchange and quantitative trade 
restrictions against the dollar in the event that it is 
declared by the Fund to be a scarce currency. 
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The theory underlying the scarce-cur- 
rency provisions is that there may de- 
velop a general disequilibrium resulting 
from a persistent favorable balance of a 
key-currency country or area. The Fund 
agreement provides that, when the Fund 
finds this situation is threatening to de- 
velop, it shall make a report together 
with recommendations designed to cor- 
rect the conditions giving rise to the dis- 
equilibrium."* The implication drawn 
from the Fund’s Articles of Agreement by 
most students is that the cause of the 
scarce-currency condition will generally 
be found in the policies of the creditor 
country. Either that country has failed 
to maintain full employment, or its trade 
barriers do not permit sufficient imports, 
or perhaps its currency is overvalued. 
However, it would be quite possible for 
none of these factors to be responsible for 
the scarce-currency situation if the trade 
policies of most of the nations of the 
world are inconsistent with basic as- 
sumptions of the theory of international 
equilibrium. If the volume and direction 
of trade are in large measure determined 
by governmental action rather than by 
free competitive forces, the mechanism 
for the restoration of equilibrium breaks 
down. Relative price changes via ex- 
change-rate adjustments may not have 
the desired effects on trade balances. A 
world bent on rapid industrialization 
may choose to expand its exports to the 
United States in order to import more 
capital goods, but the desired level of 
foreign exports may be larger than the 
United States is willing to buy even at 
full employment and in the absence of 
all trade barriers. Lower prices of im- 
ports in terms of dollars might expand 
United States imports somewhat, but re- 
cent studies have shown that—in the 
short run, at least—the price elasticity 


8 Tbid., Art. VII, sec. 3(a). 


of imports into the United States is rela- 
tively low. Unless price elasticity is 
greater than unity, no additional dollar 
exchange would be made available to 
foreigners by an appreciation of the 
dollar. 

In a world of controlled trade, and in 
the absence of free-exchange markets, 
when is a currency scarce? The only 
practical criterion is the Fund’s holdings 
of the currency in question, which, in 
turn, is the result of the past credit poli- 
cies of the Fund. But, as was mentioned 
above, the extension of credits by the 
Fund cannot properly be the automatic 
consequence of unfavorable balances in 
the accounts of its members when bal- 
ances of payments are the product of 
deliberate planning by governments. In 
the absence of free exchange dealings for 
current transactions, there is little basis 
for determining whether or not a general 
scarcity of a currency exists. About all 
that can be said is that the import 
programs of the governments of the 
world at any particular time require 
more or less of a particular currency than 
they have on hand or is currently accru- 
ing to them. 


THE SIGNIFICANCE OF EXCHANGE 
RESTRICTIONS 


Before World War II the most im- 
portant restrictions on international 
trade were tariffs and exchange restric- 
tions.*® During and since the war com- 
prehensive import and licensing systems 
have been in effect in most countries 
along with a growth of state trading and 
government-sponsored bulk purchase 
and sale arrangements.” Although both 
the proposed I.T.O. charter and the Brit- 

*9 An important exception was the extensive use 
of quotas by France during the 1930's. 

2° For example, it is estimated that more than 60 


per cent of Britain’s imports come under state- 
‘trading or bulk-purchasing arrangements. 





506 RAYMOND F. MIKESELL 


ish loan agreement deal with quantita- 
tive import restrictions, such restrictions 
are not eliminated by these agreements; 
they are merely subjected to certain rules 
of fair dealing and brought under inter- 
national supervision.” Moreover, state 
trading and bilateral arrangements in- 
volving bulk purchase and sale conduct- 
ed by the governments themselves are 
not interfered with by any of our inter- 
national agreements. The door is also 
left open for intergovernmental com- 
modity arrangements providing for price, 
production, and marketing quota agree- 
ments covering internationally traded 
commodities. Let us examine the provi- 
sions on exchange restrictions contained 
in the Fund and British loan agree- 
ments to determine just how effective 
they are likely to be in removing restric- 
tions on world trade under the assump- 
tion that the bulk of the world’s trade is 
subject to state control and participation. 

The Fund agreement requires that, 
after the transition period, its members 
must refrain from imposing “restrictions 
on the making of payments and transfers 
for current international transactions’” 
except with the permission of the Fund. 
What specifically does this obligation 
mean? Since controls on capital move- 
ments are permitted by the Fund, it is 
clear that members need not permit the 
operation of free-exchange markets within 
their borders. What is required is that 
balances currently acquired by foreign- 
ers must be freely transferable anywhere 
in the world, provided that such transfers 
are not contrary to the exchange control 
regulations of the governments of the na- 
tionals holding the balances.” In practice, 

* See my “Trade Practices under the ITO Char- 
ter,” Annals, July, 1947. 

= Articies of Agreement, Art. VIII, sec. 2. 


%3 [bid., sec. 2(b), provides that transfers of 
balances by individuals contrary to the exchangee 


transfers of foreign balances will be sub- 
ject to strict government control by 
most members of the Fund since such 
transfers may be deemed to be capital 
movements and hence contrary to the 
exchange regulations. Most countries im- 
posing controls on capital movements 
require their nationals to surrender all 
foreign exchange proceeds to the central 
authorities. The requirement not to im- 
pose restrictions on current payments 
and transfers may also mean that indi- 
viduals in-one member-country must be 
free to make payments in their own cur- 
rency to foreigners provided the pay- 
ments arise out of current transactions 
which are otherwise permitted. Obviously, 
a member-country would have no obli- 
gation to permit its nationals to make 
payments to foreigners arising out of il- 
legal transactions, e.g., imports for which 
a required import license has not been 
obtained. In summary, the obligation of 
members of the Fund not to impose re- 
strictions on payments and transfers 
arising out of current transactions ap- 
pears to require that members shall not 
prevent by means of exchange restric- 
tions current international transactions 
which are otherwise permitted to take 
place. 

But even the somewhat equivocal ob- 
ligations which the Fund imposes upon 
its members are subject to indefinite 
postponement during the postwar transi- 
tion period. The principal obstacle to the 
removal of restrictions on the transfer of 
foreign-owned balances was Britain’s in- 
ability to restore the convertibility of 


control regulations of members imposed consistently 

with the agreement shall be unenforceable. Thus, if a 

French citizen holding sterling were to attempt to 

sell the sterling to an American citizen in violation 

of French exchange regulations, Britain would be 

under obligation not to recognize the legality of the 
er. 
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sterling. By 1945 it >ecame evident that 
even the formal establishment of the 
Fund, to say nothing of the realization 
of its objectives, was impossible until 
some disposition was made of the sterling 
problem.** It was reasoned therefore 
that, if the United States could make 
Britain financially able to free sterling, 
the pre-war system of international pay- 
ments could be largely restored since 
probably as much as 80 per cent of the 
world’s trade is currently conducted in 
terms of the dollar and sterling. Under 
the terms of the Anglo-American finan- 
cial agreement, therefore, Britain agreed 
to make currently acquired sterling 
freely convertible by July 15, 1947.75 
But it is wrong to assume that this 
action will either restore the sterling 
area as it existed in the 1930’s or that it 
will necessarily alter materially the pat- 
tern of trade among the countries closely 
tied to the British economy, which has 
developed since the war. 

Before the war the countries of the 
sterling area did not maintain exchange 
controls, and sterling balances were 
largely in private hands. Although a sub- 
stantial portion of the foreign-held ster- 
ling balances are still privately owned, 
only a small portion of thé some $13 bil- 
lion of foreign-held sterling will become 
convertible, and freely convertible bal- 
ances will either be owned by the mone- 
tary authorities of the governments 
themselves or will be closely controlled 
by them. Sterling balances in the hands 
of British residents and the residents of 
British colonial areas and mandates will 


“The first published draft of the American 
Stabilization Fund proposals (April, 1943) pro- 
vided for the gradual liquidation of blocked balances. 
However, these provisions were omitted from the 
agenda of the Bretton Woods conference. 


** Anglo-American Financial and Commercial 
Agreements (Department of State, December, 
1945). 


not be convertible or transferable except 
for transactions permitted by the British 
authorities. Convertibility of sterling, 
therefore, becomes in large measure a 
matter of the legal option of transferring 
a particular form of intergovernmental 
debt. So long as foreign balances are 
owned or completely controlled by gov- 
ernments, foreign-exchange transactions 
are little more than intergovernmental 
clearing. Whether or not a truly multi- 
lateral system results from the theoreti- 
cal convertibility of balances depends 
upon the underlying trade arrangements 
and not upon the fact of convertibility 
itself. So long as sterling balances are 
controlled by governments and are not 
at the free disposition of individual 
traders, what is to prevent Britain 
from reaching understandings with other 
governments as to the rate of use of 
the balances or to the countries in which 
they will be spent?” This is not to say 
that the agreement with Britain regard- 
ing the convertibility of sterling is of no 
value. The removal of restrictions on the 
transferability of foreign balances will 
eliminate an important source of dis- 
crimination even in a world of state-con- 
trolled trade. But we should not expect 
to restore free international dealings 
merely by changing the symbols of in- 
ternational accounting. To accomplish 
this we would need to restore to free pri- 
vate enterprise the decisions of what and 
where and how much to buy and sell in 
the markets of the world. 

On August 20, 1947, the British gov- 
ernment announced a temporary suspen- 
sion of general convertibility of currently 
acquired sterling into dollars. The rapid 

#6 For example, the recent agreement concluded 
between Britain and Spain provides that the latter 
country will undertake voluntarily to hold sterling 
up to the amount of its current surplus with the 
sterling area (see “Preparing for July 15,”” Economist, 
May 17, 1947). 
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drain on Britain’s dollar resources during 
the brief period of convertibility, in- 
augurated on July 15, 1947, was largely a 
reflection of the overwhelming demand 
for commodities obtainable only in the 
dollar area. Under present circumstances 
any country which undertakes to main- 
tain convertibility of its currency into 
dollars is inevitably faced with the like- 
lihood of having the bulk of its foreign 
payments transferred into dollars. The 
alternative is for that country to make 
trade arrangements with other countries 
which will assure that its trade will not 
be diverted to the United States. But bi- 
lateral arrangements are open to the ob- 
jection that they direct trade into un- 
economical channels and limit total 
trade. One way of dealing with this prob- 
lem would be to establish a mechanism 
by which other countries can restrict 
their imports from the dollar area within 
the limits of their available dollar re- 
sources while at the same time carrying 
on multilateral trade among themselves. 
The scarce-currency provisions of the 
Fund together with the parallel provi- 
sions of the Anglo-American financial 
agreement provide for such a mechanism, 
but they cannot be invoked while the 
Fund has a large supply of dollar re- 
sources. Moreover, it was not the inten- 
tion of those responsible for drafting the 
Fund agreement that any currency 
should be declared scarce during the 
postwar transition period. The agree- 
ment specifically prohibits the use of the 
Fund’s resources for reconstruction and 
rehabilitation, and permits its members 
to employ exchange controls during the 
transition period in order to safeguard 
their balance of payments. The possibili- 
ty of a system of limited or regional mul- 
tilateral payments during the transition 
period will be discussed in the next sec- 
tion. 
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OPERATIONS OF THE FUND IN A WORLD 
OF CONTROLLED TRADE 

The existence of a world in which in- 
ternational trade is predominantly state 
controlled does not preclude the Fund’s 
being able to serve useful and important 
functions, since fortunately its charter is 
sufficiently broad and its provisions suf- 
ficiently vague to permit the adoption of 
a wide range of policies. The Fund, how- 
ever, will need to develop policies and 
programs to deal realistically with the 
problems arising out of the existing in- 
ternational economic and political en- 
vironment. It is not likely to create the 
kind of world it was originally designed 
to serve. 

Let us consider first of all the lending 
function of the Fund. Because of the 
doubtful significance of the concept of 
international equilibrium in a world of 
planned trade, it is the view of the author 
that there should not be an automatic 
right to use the resources of the Fund, 
or at least that that right should be 
limited to a certain percentage of the 
total borrowing privilege of the member. 
In addition, there should be a definite 
understanding as to the maturity of 
loans over and above a minimum draw- 
ing privilege. The Fund is not an insti- 
tution for long-term credits, and bor- 
rowing members should give evidence 
of a definite plan for reducing their 
indebtedness over a period of, say, three 
to five years. Unless the Fund plans its 
loans and maturities, planned balance-of- 
payments deficits could soon exhaust the 
Fund’s resources of gold and creditor- 
country currencies even in the most fa- 
vorable international economic environ- 
ment. Realism demands that the Fund’s 
lending policies cannot be based on the 
classical mechanism of international 
equilibrium. 

The credit policy of the Fund is closely 
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related to the scarce-currency problem. 
If the Fund is to retain any usefulness it 
may have in the field of exchange policy, 
it should avoid at all costs the necessity 
of declaring the existence of a currency 
(dollar) shortage. As was pointed out 
above, in a world of planned trade the 
idea of scarcity in the world’s supply of a 
currency is equivocal and can be defined 
only in terms of the past credit policies of 
the Fund. If the Fund were to extend 
dollar credits up to the limit of the bor- 
rowing power of its members, it would be 
drained of its supply of gold and dollars 
in about four years.”’ Should the dollar 
be declared scarce, discrimination 
against United States trade would be 
authorized not only under the Fund 
agreement but also under the terms of 
the British loan agreement and the pro- 
posed I.T.O. charter. Such a declaration 
would be universally interpreted as a 
breakdown of the entire American pro- 
gram for the reconstruction of world 
trade. It is imperative therefore that the 
Fund carefully ration its supply of dol- 
lars right from the beginning and not 
submit this slender reserve to the vicis- 
situdes of the world demand for dollars 
which is determined more by govern- 
ment fiat than by the operation of com- 
petitive forces in accordance with the 
principles of international trade theory. 

What should be the policy of the Fund 
with respect to the determination of ex- 
change rates? Although exchange rates 
would not have the same significance as 
they would have in a world in which in- 
ternational dealings were relatively free, 
a proper pattern of rates is nevertheless 
an essential condition for realizing the 
maximum benefits from trade even in a 
world dominated by state trading. In 


*7See Alice Bourneuf, “Lending Operations of 
the International Monetary Fund,” Review of 
Economic Statistics, November, 1946, p. 247. 


such a world the important problem is 
not the prevention of rate fluctuations or 
the alteration of parities. The Fund should 
abandon the negative approach toward 
exchange rates implied in the Articles of 
Agreement. The policy of the Fund should 
be a positive one, designed to establish a 
system of rates consistent with a high 
level of international trade and a reali- 
zation of the maximum benefits from in- 
ternational specialization. The implemen- 
tation of such a policy will require far 
more than purchasing-power-parity cal- 
culations. The Fund will need to make 
careful studies of the relative costs of 
production in various countries and de- 
tailed balance-of-payments estimates will 
need to be prepared. These estimates 
cannot be based on the assumption of 
free trade in a world in which trade and 
production are largely planned. 

With respect to its policy on exchange 
controls, the Fund should again not 
adopt the negative attitude implied in 
its charter. It should seek to review and 
supervise existing controls with a view 
to eliminating inconvertible balances and 
discriminatory arrangements which tend 
to reduce total world trade. This does 
not mean that the Fund should seek to 
eliminate all bilateral arrangements and 
to compel all its members to make their 
currencies convertible during the transi- 
tion period. The Articles of Agreement 
permit the retention of wartime controls 
during the transition period since, in- 
deed, to abolish existing arrangements 
before a workable system of multilateral 
payments can be re-established would 
serve to stifle much of the trade which is 
currently taking place. The Fund should 
encourage the broadening of existing bi- 
lateral-payments arrangements to in- 
clude several countries and perhaps the 
establishment of regional multilateral 
clearing mechanisms which would per- 











mit transferability of balances arising out 
of current transactions between members 
of a limited group of countries.”* 

It must be recognized, of course, that 
in the absence of the I.T.O. the Fund’s 
power to deal with restrictions on trade 
is severely limited, since anything which 
its members may be precluded from do- 
ing under the exchange-control provi- 
sions of the Fund agreement can just as 
readily be accomplished by means of im- 
port quotas or licensing. If and when the 
I.T.O. is established, the two organiza- 
tions will need to maintain the closest 
co-operation. 


THE RESTORATION OF MULTI- 
LATERAL TRADE 


In dealing with trade practices, the 
approach of the Fund and the I.T.O. 
should be positive and constructive. It is 
not a question of eliminating government 
controls but of supervising and modify- 
ing them in a manner most conducive to 
the restoration of multilateral trade. Mul- 
tilateral trade is quite possible even in a 
world of state trading monopolies or of 
universally planned trade. But, if we are 
to have multilateral trade under these 
conditions, it is not enough to state, as 
does the proposed I.T.O. charter, that 
state trading enterprises shall behave 
like unregimented private traders buying 
in the cheapest market and selling at the 
highest prices regardless of any economic 
or political considerations other than 
those involved in each particular pur- 
chase or sale.”® The activities of purchas- 
ing and selling agencies are almost cer- 
tain to be co-ordinated when both are 
controlled by the same government. 

8 Proposals for a multilateral clearing arrange- 
ment were discussed by the Finance Committee 
of the Committee of European Economic Co- 
operation, meeting in Paris during September and 
October, 1947. 

* J.T.0. Charter, Art. 30. 
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When trade is taken out of the hands of 
private traders, bilateralism in one form 
or another becomes inevitable unless the 
trade arrangements among the govern- 
ments themselves are multilateral in 
character. It is in promoting multilateral 
trade within a system of controlled trade 
that the Fund and the proposed I.T.O. 
can make a significant contribution in 
the postwar world. 

A successful multilateral trading sys- 
tem depends first of all upon the willing- 
ness of nations to abandon political mo- 
tives in the determination of the charac- 
ter and direction of their trade. There- 
fore, any comprehensive reconstruction 
of the world’s trade along multilateral 
lines must await the solution of the 
world’s political problems. However, if 
we are to have two worlds, politically and 
economically, limited multilateralism is 
better than none. A second prerequisite 
is the elimination of inconvertible bal- 
ances which can be used only in making 
payments to a particular country. This 
is one of the most important services 
which the Fund can render. The Fund 
should play an active role in assisting its 
members in reaching agreements where- 
by blocked or nonconvertible balances 
will be funded and gradually released 
over a period of time along the lines of 
the provisions of the Anglo-American 
financial agreement.*° As was mentioned 
above, the Fund may find it desirable to 
encourage limited convertibility of cur- 
rently acquired balances among a group 
of countries during the transition period. 
The fact that most countries are not in 
a position to permit free transferability 
of their currencies into dollars or other 


3° In addition to the sterling balances there are 
also large inconvertible franc balances held by coun- 
tries in the franc area and the balances arising out of 
payments agreements involving some fifteen Euro- 
pean countries. These balances will need to be dealt 
with before multilateral trade can be restored. 
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so-called hard currencies should not pre- 
clude their transferability into soft cur- 
rencies. The opportunity for multilateral 
clearing in international trade should be 
as wide as possible even th.gh a world- 
wide system of multilateral payments 
cannot, for the present at least, be 
achieved. 

Having established the prerequisites 
for the restoration of multilateral trade, 
the main problem becomes one of 
bringing existing and future trade 
arrangements under international super- 
vision with a view to giving them a mul- 
tilateral character. Agreements involv- 
ing the importation of commodities which 
shut out or unduly discriminate against 
other important suppliers should be pro- 
hibited.** The 1.T.O. or some other in- 
ternational organization might arrange 
multilateral agreements with all the im- 
portant suppliers and importers of each 
category of internationally traded com- 
modities. Markets should be allocated 
not on the basis of the amount supplied 
in a previous representative period but 
rather on the basis of competitive bid- 
ding, with certain safeguards against 
dumping. The primary aim of the in- 
ternational organization would be to 
achieve the maximum volume of trade 
by promoting multilateral rather than 
bilateral balancing in agreements cover- 
ing all or nearly all the commodities in 
which trade is subject to state control. 

It may be objected that such a propos- 
al would tend to bring all international 
trade under state control and subject to 

* During periods of acute dollar shortage, trade 
discrimination against the dollar area might be 
permitted in order to enable countries to conserve 
their dollars for commodities obtainable only in 
the Western Hemisphere. There will have to be 
restrictions on dollar purchases in any case, and 
countries which lack dollars should not be prevented 
from engaging in profitable trade with one another 


in order to avoid discrimination against particular 
commodity exports of the dollar area. 






































international agreements. This does not 
necessarily follow, since the internation- 
al organization would not encourage 
trade by international agreement but 
merely bring all such agreements under 
its supervision. There would still be a 
large area of relatively free international 
dealings outside the intergovernmental 
bulk-trading agreements.** Moreover, it 
is better to accept the world as it is, and 
to promote as much multilateralism as 
possible within the existing framework, 
than to adopt a purely negative approach 
which merely condemns such arrange- 
ments but does nothing about them or 
expresses a pious hope that state trading 
will be nondiscriminatory. 


CONCLUSION 


It has not been the purpose of this ar- 
ticle to criticize any of our existing mone- 
tary and trade agreements. It is not to 
be expected that the United States gov- 
ernment, dedicated as it is to the prin- 
ciples of private enterprise and free in- 
ternational economic dealings, should de- 
sign an economic program for the post- 
war world which would best fit the needs 
of planned and _ socialized economies. 
Moreover, it is possible that after the 
postwar transition period the current 
trend toward economic planning and so- 
cialization of industry and commerce 
may be reversed. However, we must deal 
realistically with the world as we find it, 
and only the most sanguine venture to 
believe that the United States could alter 
the fundamental political and economic 
structures of the nations of the world by 


3 The proposed I.T.O. charter does provide for 
intergovernmental commodity agreements dealing 
with prices, production, and marketing of primary 
commodities; but the type of arrangement proposed 
here is much broader since it includes agreements 
to purchase certain commodities in exchange for 
agreements covering the sale of other commodities 
on a multilateral basis. 
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means of international conventions and 
loans. 

What has been attempted, therefore, 
is to indicate how our monetary and 
foreign-exchange agreements might oper- 
ate in a world of state-controlled trade. 
It is concluded that the Monetary Fund 
and British Loan agreements cannot 
give us free international dealings or 
change the basic structure of world trade 
which must inevitably evolve from so- 
cialized and planned economies. At most 
they could provide a system whereby 
government-owned or -controlled bal- 
ances arising out of international trans- 
actions would be freely transferable into 
any currency. Nor would the present 
programs as represented by these mone- 
tary agreements and the proposed Inter- 
national Trade Organization, give us a 
truly multilateral world if the rest of the 
world decides in favor of government 
planning of its internal and external eco- 
' nomic affairs. ' a world of planned econ- 


omies only global planning can provide a 
high level of trade on a multilateral 
basis. In the absence of a constructive 
program for making intergovernmental 
trading arrangements multilateral in 
character, there would be little hope for 
the reconstruction of a prosperous world 
economy. 

This does not mean that our existing 
international economic agreements and 
institutions would be of no value or that 
they would need to be replaced in a 
world such as we have postulated. For- 
tunately, these agreements were drawn 
so as to permit a rather wide range of in- 
terpretation. It may mean, however, that 
the economic programs and _ policies 
which they represent will need to be re- 
vised so as to increase their usefulness in 
meeting the emerging problems of the 
postwar world. The postwar transition 
period may not be a transition to the 
past! 


UNIVERSITY OF VIRGINIA 
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REFLECTIONS ON THE “LABOR MONOPOLY” ISSUE 


RICHARD A. LESTER 


years, the terms “labor monop- 

oly” and “monopolistic unions” 
have been widely used in the newspapers, 
in congressional hearings, in periodicals, 
and in books. Unfortunately, those who 
employ the terms, although perhaps cit- 
ing an example or two of what they have 
in mind, have not been prone to develop 
precise definitions or criteria for deter- 
mining the existence and extent of such 
monopoly. It is not surprising, therefore, 
to find statements by economists that 
seem to be based on different conceptions 
of “labor monopoly,” labor markets, and 
the nature of labor unions. 

Unqualified application to labor mar- 
kets of a term developed and refined 
with reference to product markets may 
be misleading. If practical and work- 
able solutions are to be found for the 
problem of concentration of power and 
control in the field of labor, care must be 
taken to avoid superficial analogies that 
stimulate name-calling, obstruct real in- 
vestigation, and cramp analysis within 
the confines of a preconceived pattern. 

Part of the responsibility for the ab- 
sence of adequate analysis and practical 
solutions of the problem of the concen- 
tration of power in the field of labor must 
rest with labor economists, including the 
author. Little has been offered in the way 
of cogent and well-grounded discussion 
of such matters as competition and mo- 
nopoly in the labor market, limits to the 
area of collective action or the size of un- 
ions, checks on the concentration of pow- 
er and control in organized labor, the 
operation of collective bargaining for 


Be. during the last two 


wages in a full-employment economy, or 
the ultimate development of collective 
bargaining and the changes that it may 
effect in the character of our economy. 

In the absence of such penetrating 
analysis by economists specializing in 
labor, we have, on the one hand, learned 
theorists spinning unrealistic abstrac- 
tions and offering romantic remedies and, 
on the other hand, self-interest groups in- 
discriminately condemning union activ- 
ities as “monopolistic” and pressing for 
the adoption of half-baked schemes that 
would be more injurious than beneficial 
to the common welfare. 

The practical importance of a clear 
and analytical understanding of the 
problem is indicated by recent congres- 
sional hearings and sentiment. In the 
last Congress, as passed by the House of 
Representatives, the Hartley bill con- 
tained provisions forbidding “‘monopolis- 
tic strikes” and “monopolistic” collec- 
tive bargaining (defined as involving two 
or more competing employers except 
where competing plants were less than 
fifty miles apart and together regularly 
employed a total of less than one hundred 
employees). The Senate defeated, by 
only a 44-to-43 vote, the Ball amend- 
ment to “reduce the concentration of 
bargaining power,’ which would have 
prevented the National Labor Relations 
Board from certifying national unions 
as bargaining agents and would have de- 
clared it an unfair labor practice for na- 
tional unions to bring pressure to bear 


*Senator Joseph H. Ball in the Congressional 
Record, XCITI (April 28, 1947), 4257; also contained 
in statement of purposes in S. 133 introduced by 
Senator Ball in the 80th Congress. 
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upon their locals to include or omit any 
particular terms or provisions in any col- 
lective-bargaining agreement. 

The issue of the proper area of collec- 
tive bargaining and action wil] undoubt- 
edly be considered again in the 1948 and 
1949 sessions of Congress. Indeed, the 
Taft-Hartley law provides that the Joint 
(Congressional) Committee on Labor- 
Management Relations, “shall conduct 
a thorough study and investigation of 
the entire field of labor-management rela- 
tions, including,’”” among seven matters 
specifically mentioned, “the methods and 
procedures for best carrying out the col- 
lective-bargaining process, with special 
attention to the effects of industry-wide 
or regional baryaining upon the national 
economy.” The fourteen-man committee 
is to make its first report to Congress by 
March 15, 1948, and its final report not 
later than January 2, 1949. 

In any study of the proper area and 
extent of collective action in labor mat- 
ters, the first step should be to dispel 
some of the misconceptions and confu- 
sion that exist and to develop the analyti 
cal and factual considerations upon 
which answers should be based. Under- 
standing is a prerequisite for intelligent, 
well-grounded proposals for improve- 
ment. Consequently, much of this paper 
is devoted to a discussion of fundamen- 
tals. The first four sections of the paper 
deal with (1) the nature of labor markets 
and how they differ from commodity 
markets, (2) the nature of unions and 
how they differ from business organiza- 
tions, (3) various meanings of monopoly 
in the labor market, and (4) the relative 
level of wages under union and nonunion 
conditions and under collective bargain- 
ing on a national or regional basis. In the 
light of the data and analysis developed 
in these four sections, proposed reforms 
and restrictions are examined. 


RICHARD A. LESTER 


I. THE NATURE OF LABOR MARKETS 


Labor markets differ significantly 
from commodity or security markets. 
| Each buyer is distinguished from every 
| other buyer and there are as many mar- 
| ket places as there are buyers. In the ab- 
sence of collective bargaining, the buyers 
quote the wage; research in labor eco- 
nomics generally supports the conclusion 
| that it is normal and natural (in the ab- 
\sence of collective bargaining or employ- 
er collusion) for different employers (or 
even the same employer’) to continue in- 
definitely to pay diverse rates for the 
same grade of labor in the same locality 
under strictly comparable job condi- 
tions.? Adam Smith noted this phenome- 
non of multiple rates when he wrote: 
“The price of labour, it must be ob- 
served, cannot be ascertained very ac- 
curately anywhere, different prices being 
often paid at the same place and for the 
same sort of labour, not only according 
to the different abilities of the workmen, 
but according to the easiness or hardness 
of the masters.” It is, therefore, errone- 
ous to talk of “pure competition in the 
labor market,” or of “the wage which 
clears the market,” or of “a free labor 
market [where] different wage rates for 
the same kind of labor could not long 
exist.”’S 


2 For such reasons as race, length of service, 
favoritism, etc. 

3See Lloyd G. Reynolds, Research in Wages: 
Report of a Conference Held on April 4-5, 1047 
(Social Science Research Council, August, 1947), 
Pp. 27; see also my article, “Wage Diversity and Its 
Theoretical Implications,” Review of Economic 
Statistics, XXVIII (August, 1946), 152-59. 

4 The Wealth of Nations (Everyman’s ed.; 1931), 
Pp. 69; see also John W. Riegel, Wage Determination 
(1937), p. 8. 

5 Economists have insisted both that equal wage 
rates should be paid in the same locality for identical 
work regardless of the industry and that there should 
be a sufficient local differential to attract labor to, 
and maintain it in, expanding industries. 
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Not only is a quoted price (wage-fix- 
ing) characteristic of the labor market 
but, unlike commodity or security mar- 
kets, a considerable degree of stability in 
wage relationships and in individual 
wage rates over time is essential for satis- 
factory employment and manufacturing 


_ operations. Perfect fluidity or flexibility 


in individual wage rates—with frequent 
upward and downward movements and 
numerous changes in occupational dif- 
ferentials within a plant—would have 
adverse effects upon labor efficiency. 
Such flexibility would be incomprehensi- 
ble and upsetting to workers, creating all 
kinds of suspicions and ill will, stimulat- 
ing undesirable insecurity for employees, 
and causing wages to be a constant 
source of friction and speculation. 

In the labor market, competition does 
not establish a single rate for work of the 
same grade and quality. Real wage dif- 
ferentials exist and persist, in the absence 
of unions, because of differences in em- 
ployer policies and because of the nature 
of the supply of labor. 

Employers not only do not wish to 
vary their wage scales repeatedly but are 
prone to give general, across-the-board 
increases or decreases rather than to ad- 
just each rate according to local demand 
and supply conditions for that occupa- 
tion. They may not reduce individual 
tates or the whole scale when they can, or 
when other local employers are doing so, 
for fear of the psychological effects on 
their employees or for reasons of justice, 
fairness, or conscience. Indeed, the pol- 
icies of employers toward labor are often 
in marked contrast to their policies in 
commodity markets. Many companies 
seek to lead in wage increases and to pay 
wages slightly above their competitors. 
They do not dismiss established employ- 
ees to hire other labor that may be 
equivalent or better, even though such 


labor is offered to the company at wage 
rates well below the company’s current 
scales. Formal systems of job evaluation, 
widely used in industry, have no real 
counterpart in commodity markets. 
Some multiplant companies pay the 
same wage scales regardless of the size of 
city or the region of the country in which 
their plants are located; others have uni- 
form scales for each zone or region; while 
others (the majority) try to relate their 
scales either to those paid by certain 
other firms in the locality or to rates for 
the same industry in that area. Some 
companies tend to raise wages with each 
increase in the cost of living or to pay 
employees more per hour or per piece 
simply because they have been with the 
company a long time; other companies 
do not follow such policies. Differences in 
company wage policies, in employer 
evaluation of individual jobs, and in 
stress on various wage factors (including 
generosity), all contribute to the exist- 
ence of a range of rates rather than a 
single rate for any grade of labor in a 
locality. 

Competition also tends to establish 
real wage differentials because the sup- 
ply of labor, especially unskilled labor, 
does not adjust to relative price changes 
as the supply of individual commodities 
tends to do. Lower real wages (at least 
above relief standards) tend to increase 
the supply of labor offered for sale by a 
family. Consequently, in the absence of 
unions, great diversity in wage rates for 
comparable work has existed in low-wage 
industries—such as garments and tex- 
tiles—whose products are sold under 
market conditions closely approaching 
pure competition. 

Without labor organization, employ- 
ers tend to dominate the labor market. 
They establish the price, subject to lim- 
its and influenced perhaps by wage lead- 
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ership. The employer pressure that has 
been brought to bear against individual 
companies (such as Ford, Owens-Illinois 
Glass, International Harvester, and 
American Telephone and Telegraph) not 
to upset local wage levels or bid away 
(“pirate”) employees of other local com- 
panies is well known. Adam Smith ex- 
plained the nature of common interest 
and action of employers when he wrote 
that they “are always and everywhere in 
a sort of tacit, but constant and uniform 
combination;’’ that “‘to violate this com- 
bination is everywhere a most unpopular 
action;” and that little is heard “of this 
combination, because it is the usual, and 
one may say, the natural state of 
things.’” 

The most extreme case of employer 
domination in the labor market is the 
buyer’s monopoly which exists in com- 
pany towns, where one company is the 
sole employer of labor in the “labor- 
market area.”’ The situation may not be 
so different where most of the manufac- 
turing labor in a community is employed 
by two or three large units, often the 
plants of multiplant companies employ- 
ing from 25,000 to 350,000 workers. As 
indicated below, such companies may, 
through their wage and price policies, be 
able to stimulate intercommunity rivalry 
in the sale of labor, to curtail buyer com- 
petition in a local market, and largely to 
eliminate price competition in their prod- 
uct markets through delivered price quo- 
tations or other devices. 

The Federal antitrust laws have never 
been applied to labor markets. Employ- 
ers, as well as workers, have been free to 
combine and conspire as they might wish 
in the labor market, which is the only 
market where industrial firms are all buy- 
ers and in which it is practically impos- 
sible for sellers to become buyers when 

® Op. cit., p. 59. 
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prices fall. Nonapplication of the anti- 
monopoly laws in the labor market is 
recognition of the fact that, without un- 
ions, there are bound to be monopolistic 
elements in most labor markets and that 
there are essential differences between 
price-fixing and monopoly control in 
product markets and such phenomena as 
labor agreements, collective bargaining, 
and strikes by workers. 

The nature of the labor market has 
been explained in such detail because 
some economists, who have not studied 
labor markets and employer labor pol- 
icies, seem to consider employer control 
under nonunion conditions to be “unsub- 
stantial,” “transitory,” and “‘nfre- 
quent.’’? They have tended to picture the 
alternatives as “monopolistic wage de- 


7See Henry C. Simons, “Some Reflections on 
Syndicalism,” Journal of Political Economy, LII 
(March, 1944), 7; and Fritz Machlup, “Monopolis- 
tic Wage Determination as a Part of the General 
Problem of Monopoly,” in Wage Determination 
and the Economics of Liberalism (Chamber of 
Commerce of the United States, January 11, 1947), 
pp. 57-58, 80. Note especially such statements as: 
“Whatever lack there is in industry’s competition 
for labor can be accounted for either by insufficien- 
cies in the geographical or occupational mobility of 
labor, or by a lack of employment opportunities 
during periods of serious¥employment,” and “I 
know of no evidence of employers’ wage-fixing 
combinations in labor markets in which there were 
no unions; if there is such evidence, it has not been 
much publicized.” For statements by labor econo- 
mists emphasizing the practical importance of 
employer dominance or citing cases of concerted 
employer control in fixing wages see, e.g., Paul H. 
Douglas, “Wage Theory and Wage Policy,” 
International Labour Review, XXXIX (March, 
1939), 342; and Harry A. Millis, “The Union in 
Industry: Some Observations on the Theory of 
Collective Bargaining,” American Economic Re- 
view, XXV (March, 1935), 6-7. 

Economists familiar with employer wage policies 
during nonunion periods in such industries as 
steel, oil, or meat-packing or with employer con- 
trol of labor markets in the South could readily 
supply “such evidence” to theorists who think in 
terms of “the competitive wage” as the normal and 
natural state of affairs when labor organization is 
absent; see also my Economics of Labor (1941), pp- 
130-39. 
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termination” by unions or “free [com- 
petitive] pricing in labor markets” where 
unions are absent.® 


II. THE NATURE OF LABOR UNIONS 


Economists sometimes seem to over 
look the fact that unions do not “sell la- 
bor,” are not profit-making institutions,| 
and are as much political as they are 
economic. r 

Monopolistic principles developed for 
business concerns cannot be applied di- 
rectly to unions. Unlike companies, un- 
ions are not operated to make a cb 
Their activities are not determined by 
comparisons of sales income and costs; 
their policies are not based on marginal 
sales revenue, marginal operating costs, 
or net returns. It is doubtful whether un- 
ions consistently attempt to maximize 
any monetary quantity.® 

In fact, those who accuse unions of be- 
ing big and strong monopolies often 
criticize them for not consistently pur- 
suing monopolistic principles. In et 
and accepting uniform wage scales under | 
national and regional collective bargain-| 
ing, unions forego the monopolistic prac- 
tice of charging all that the traffic will 
bear through discriminatory pricing. In 
denouncing arrangements for multiple 
employer bargaining (regional or nation- 
al in application) as “monopolistic,” the 
House Committee on Education and La- 
bor complains that such arrangements 
“tend, in some cases, to reduce the re- 
sistance of employers to extravagant de- 
mands of the unions, and, in others, to 
holding down wages in plants where 


*See Simons, op. cit., pp. 22-23; and Machlup, 
op. cit., p. 80. 


*For a more extended discussion of the differ- 
ences between labor unions and business enterprises 
that appeared after this paper was prepared, see 
Arthur M. Ross, “The Trade Union as a Wage- 
Fixing Institution,” American Economic Review, 
XXXVII (September, 1947), 566-88. 


greater efficiency than in others might, 
but for the group arrangements, result 
in better wages for the employees.’’® 
Holding down wages is condemned as 
“monopolistic practices” by unions! 

In his famous article on labor monop- 
oly, the late Henry Simons explains how, 
if he were a union leader, he would 
“gradually exterminate industry by ex- 
cessive labor costs’ and would “consist- 
ently demand wage rates which offered to 
existing firms no real net earnings.” 
Consistently following monopolistic the- 
ory, he would, through discriminatory 
pricing, charge all that the traffic would 
bear. n 

Unions, however, are political institu- ) 
tions, whose leaders are interested in 
maintaining their positions and in the / 
growth and reputation of the organiza- | 
tion, rather than merely in obtaining a 
maximum lifetime income for the present 
membership.” Unions seek not only to 
influence terms of employment but to ob- 
tain other goals such as security for the 
organization, protection of members 
against arbitrary action by management, 
and definite limits to the authoritarian 
system in industry. Consequently, union 
negotiators may swap a possible wage in- 
crease for “union security” or for certain 
provisions in the grievance procedure. 
And, for reasons of union security and 
convenience, union leaders may prefer 
multiple-employer bargaining, which 
strengthens the economic power of em- 
ployers (reducing the relative power of 
the union) and which serves to eliminate 
the possibility of greater monetary gains 

1° Labor-Management Relations Act, 1947 (House 
of Representatives, 80th Cong., rst sess., Report 
No. 245 [April 11, 1947]), p. 36. 

™ Op. cit., p. 8. 

™ See Sumner H. Slichter, The Challenge of In- 
dustrial Relations: Trade Unions, Management, and 
the Public Interest (Cornell University Press, 1947), 
Pp. 129-30. 











% to the membership through “whipsaw- 
ing” —playing companies against one an- 
other by bargaining with or striking one 
at a time. 

Most strikes do not occur and continue 
merely, or even mainly, to obtain the 
highest net money advantage to the 
strikers. Economists have pointed out 

| that many strikes have not been in the 
economic interest of the strikers, citing 

| cases, such as the General Motors strike 
in 1945-46, in which “a union imposes on 
its members a loss of earnings through 
strike that cannot be made up in less 
than eight years of work at the wage in- 
creases they won through the strike.” 
The psychological, political, and institu- 
tional factors in strikes are often much 
more important than purely monetary 
considerations. It is completely erroneous 
to assume that most strikes result be- 
cause union leaders have not correctly 
estimated the “employer’s concession 
schedule” and the “resistance schedule” 
of the workers."4 As part of a mass move- 
ment to emancipate and elevate laboring 
groups, unions seek to curtail the free- 
dom of management to take arbitrary ac- 
tion toward workers and hope, through 
written agreements, to gain some meas- 
ure of democratic self-determination in 
the workshop. 

f Union policies, practices, philosophies, 
and even objectives, have been too di- 
verse to permit any unitary explanation 
of the labor movement in this country. 
For example, restrictive policies and 
practices vary in character and extent 
with the union and the industry. Craft 
unions frequently have restricted en- 


*8 Machlup, of. cit., p. 50, n. 8. 


See J. R. Hicks, The Theory of Wages, chap. 
vii: “The Theory of Industrial Disputes,” esp. 
pp. 141-42 and 146-47. Slichter (op. cit., pp. 129- 
31) indicates how far actual practice is from theo- 
retical models of collective bargaining. 
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trance to the trade, membership in the 
union, and introduction of labor-saving 
devices that reduce the demand for craft 
skill; those practices are not character- 
istic of industrial unions. As pure craft 
unions have been declining in relative im- 
portance or disappearing, such restrictive 
practices have been decreasing in general 
significance. ‘“Make-work’’ restrictions, 
including the hiring of unnecessary labor, 
have also been confined chiefly to craft 
unions and local-market industries, like 
building, trucking, and amusements. 

Restrictions of industrial unions in 
mass-production industries deal mainly 
with lay-off and promotion, method of 
payment, or the techniques of “scientific 
management.” Insistence on seniority 
and equal treatment regardless of sex or 
race is to prevent favoritism or discrimi- 
nation by management. Industrial union 
policies with regard to methods of pay- 
ment and management techniques, how- 
ever, vary considerably. Some unions 
favor the piece-rate method; others op- 
pose it. Some favor certain formal incen- 
tive systems; others oppose all such sys- 
tems. Some co-operate with employers in 
establishing production standards or sys- 
tems of job evaluation; others refuse to 
participate, reserving the right to com- 
plain and oppose. Industrial unions may 
oppose increased tempo of operations or 
additional machine assignments; they 
may also oppose the setting of arbitrary 
production schedules or daily stints by 
workers.*5 


s For example, the 1945 agreements of the Fed- 
eration of Dyers, Finishers, Printers, and Bleachers 
of America (a department of the Textile Workers 
Union of America, C.I.0.) with employers in plain 
dyeing and machine printing and employers in 
lacquer and flock finishing, contained the follow- 
ing provision: “The Union agrees that every em- 
ployee shall perform a full day’s work. The Union 
further agrees that the setting of arbitrary produc- 
tion schedules by workers is contrary to the principle 
of a full day’s work and the Union further agrees 
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Whether unions serve to increase or 
decrease the net national product is a 
nice question. Professor Sumner Slichter 
has given considerable attention and 
study to the matter. In a chapter on 
“The Effect of Trade Unions on the 
Management of Business Enterprises”’ 
in his recent book, he points out that 
“many rules introduced into shops by 
collective bargaining [have] increased the 
net national product” and concludes 
that “‘collective bargaining has stimulat- 
ed more alert and dynamic management 
and better managerial practices more 
frequently than it has hampered man- 
agement and interfered unduly with 
managerial discretion,” so “that in most 
industries it . . . . yields a larger net out- 
put than would have resulted from in- 
dividual bargaining.’”"’ Not only have 
restrictions on management’s freedom 
sometimes increased, rather than re- 
duced, total output, but increased wages 
in low-wage areas as a result of labor or- 
ganization have frequently helped to in- 
crease labor productivity. 

Like business organizations, unions in 
this country have been growing big, and 
with increasing size has come greater 
concentration of power and control at 
the top. National unions have expanded 
by extension of jurisdiction and organiz- 
ing activity and by merger until a num- 
ber of A.F. of L. and C.1.0. unions have 
from a half-million to a million members 
and extend over a number of important 
industries. A natural accompaniment of 
increased size and operations is concen- 
tration of effective power in the hands of 


that appropriate steps will be taken to eliminate 
any such condition.” Some employers reported 
favorable results from this provision (see R. A. 
Lester and E. A. Robie, Wages under National and 
Regional Collective Bargaining (Princeton Univer- 
sity: Industrial Relations Section, 1946], p. 66). 


* Op. cit., p. 34. "1 Ibid., pp. 69, 72-73. 
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top, paid officials. Numerous factors fa- 
cilitate centralization of functions and 
authority in unions —growth in the size 
of companies and the area of competitive 
production, advantages of central pool- 
ing of benefit and strike funds, need for a 
bureaucracy of full-time officers for effi- 
ciency and responsibility in administra- 
tion, headquarters control over paid or- 
ganizers and official publications, and so 
forth. 

With expanding union strength and 
concentration of control, the problem of 
the potential power of union officials over 
large sections of the nation’s economy 
has become more and more serious, espe- 
cially when that power is used for selfish 
or political purposes. Unions not only 
profess to be representative, democratic 
organizations but historically are part of 
a protest movement against autocracy in 
industry. Consequently, expansion of un- 
ions into industrial empires, subject to 
arbitrary exercise of central authority, 
raises the question of need for curbs to 
the area of control by a single union and 
to concentration of functions and power 
within unions."* 


*8For an analysis of the problem of concentra- 
tion of control in unions by an official of the Inter- 


national Ladies’ Garment Workers’ Union, see 
Will Herberg, “Bureaucracy and Democracy in 
Labor Unions,” Antioch Review, III (fall, 1943), 
esp. pp. 407-13. 

Anthony Ramuglia, an organizer for the Textile 
Workers Union of America and for many years a 
member and officer of the Amalgamated Clothing 
Workers of America, has recently written regarding 
“Democracy in the Unions” as follows: “Most of 
our international unions operate on the level of the 
cities’ political machines. We have in our unions 
the counterparts of the Hagues, Pendergasts, Vares, 
Penroses, etc. In many of our unions the democratic 
processes are as much a mockery as in the sectors 
of our nation just referred to. In some unions there 
is even no pretense of democracy. In others there is 
some finesse in the exercise of dictatorial powers. 
However, the whole movement is top heavy. The 
plague of concentrated powers is as general in the 
CIO as it is in the AFL” (Labor and Nation, Il 


(July-August, 1947], 41). 
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Ill. MEANING OF “LABOR MONOPOLY” 


Perusal of recent writings and state- 
ments indicates that the terms “labor 
monopoly” and “union monopoly”’ carry 
a variety of connotations and meanings. 
Some writers stress the purpose of unions 
as the controlling factor; some point to 
means (certain specified union activities 
or legislative policies) as the test; to 
others the economic effects are the cri- 
terion for judging the existence of “labor 
monopoly”; while still others emphasize 
personal power as the prime considera- 
tion. 

On the basis of purpose alone, unions 
have been termed “monopolistic.” For 
example, the Counsel of the National 
Association of Manufacturers asserts: 
“It must be recognized that labor union- 
ism is, by its very nature, essentially 
monopolistic.”*® In much the same vein, 
Professor Charles O. Gregory has writ- 
ten: “Now labor unionism is a frankly 
monopolistic and anti-competitive insti- 
tution, even if its major undertakings 
have been carried on and justified in the 
name of competition.””° Professor Fritz 
Machlup has stated: “It is the chief pur- 
pose of a trade union to obtain monop- 
olistic advantages for its members.”™ 
Such views would seem to make “labor 
monopoly” and labor union practically 
synonymous terms.” 

In stressing union action and legisla- 
tive provisions, some economists point to 
exclusive bargaining rights or to com- 


19 Labor Relations Program, Hearings on S. 55 
and S.J. Res. 22 before the Committee on Labor and 
Public Welfare (U.S. Senate, 80th Cong., rst sess. 
[March, 1947]), Part IV, p. 1807. 


2° Labor and the Law (1946), p. 418. 

* Op. cit., p. 54. 

™ Professor Jacob Viner refers to “labor monopo- 
lies, which is just another term for ‘strong’ trade 


unions” (see “The Role of Costs in a System of 
Economic Liberalism,” idid., p. 24). 
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bined action as the essence of “labor 
monopoly.” Thus, Professors Harley L. 
Lutz and Leo Wolman criticize as “mo- 
nopoly”’ the certification of a union as ex- 
clusive bargaining agent under federal 
legislation.?3 

To other economists, the fact of com- 
bined action (and therefore collective 
bargaining or the strike per se) is “mo- 
nopolistic,” apparently regardless of pur- 
pose.*4 Presumably, therefore, the threat 
to strike, or its execution, to prevent dis- 
crimination in wages among employees 
by race or sex or to protest against arbi- 
trary management action, say, in dis- 
charges or lay-offs would be as “monop- 
olistic” as a strike for the closed shop.* 
To others, union activities or collective 
bargaining really become “monopolistic” 
when they cover jointly two or more em- 
ployers,* and especially when the bar- 
gaining or strike includes a whole indus- 
try or a whole national union.”’ 

“Industry-wide” bargaining per se is 
often condemned as “patently monopo- 
listic” or “the essence of monopoly in la- 
bor relations.”** Senator Irving M. Ives 


23 See Lutz, “Wages, Profits and Prices,” Com- 
mercial and Financial Chronicle, CLXIII (January 3, 
1946), 43-44; and Wolman, Hearings on S.55 and 
S.J. Res. 22, Part I, p. 100. 

24See John W. Scoville, Labor Monopolies— OR 
Freedom (Committee for Constitutional Govern- 
ment, Inc., 1946), pp. 20-23; and Hastings Lyon, 
Dictatorship of the Proletariat in the United States: 
A Tract for the Times (1943), pp. 20-23. 

*s Perhaps it is significant, however, that the 
closed shop is frequently condemned as “union 
monopoly” but that the same does not hold for 
seniority or rules regarding the handling of griev- 
ances. 

26 See Hearings on S. 55 and S.J. Res. 22, Part I, 
PP- 95°, 957- 

27 Jbid., Part I, pp. 115, 118, 484; and Part Il, 
PP. 942, Tors. 

28 See, e.g., statement by Congressman Walter C. 
Ploeser in Daily Report on Labor-Management 
Problems, No. 138 (Washington: Bureau of Na- 
tional Affairs, Inc., July 6, 1947), p. A-8; and pre- 
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speaks of “the tendency toward monop- 
oly which is apt to be present in nearly 
every type of industry-wide bargain- 
ing.”*® Senator Joseph H. Ball told the 
Senate in May, 1947: “‘I myself am con- 
vinced from my discussions with various 
employers although admittedly we did 
not have any evidence of it in the com- 
mittee, that industry-wide bargaining is 
clearly monopolistic.”*° Uncertainty ex- 
ists, however, as to what is meant by in- 
dustry-wide bargaining, for that term is 
often mistakenly used to refer to unilat- 
eral nation-wide union action or to wage 
pattern-setting by negotiations with a 
few Jarge concerns whose wage leadership 
the smaller companies are forced to fol- 
low. Senator Ball, for example, cited 
such a pattern-setting case in explaining 
why he thought industry-wide bargain- 
ing was “clearly monopolistic.” Cases of 
real industry-wide bargaining are rela- 
tively rare if one means by the term that 
practically all the industry is represented 
in a single negotiation.** 

‘Most frequently labor unions have 
been condemned as “monopolies” be- 
cause of restrictive policies and prac- 
tices that affect labor output, labor sup- 
ply, and labor demand. Such policies, 
mentioned in the previous section, in- 
clude restrictions on entrance to the job, 


pared statement of Charles E. Wilson, president of 
General Motors Corporation, in Hearings on S. 55 
and S.J. Res. 22, Part I, pp. 484, 540; and John V. 
Van Sickle, Industry-wide Collective Bargaining 
and the Public Interest (American Enterprise Associa- 
tion, Inc., May, 1947), pp. 13-20. 


* Congressional Record, XCIII (80th Cong., 
ist sess. [May 7, 1947]); 4792, 4793- 

0° Tbid., p. 5144. 

# Railroads and men’s clothing are perhaps the 
prime examples. Professor Van Sickle considers 
that industry-wide union organization in the bi- 
tuminous coal industry has changed it from ‘‘one 
of the most competitive industries in the United 
States....into a monopolistic enterprise... .” 
(op. cit., p. 14). 
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on individual output, on use of labor- 
saving methods, on hours of work, and 
on management efficiency and discipline 
as well as other “make-work”’ restric- 
tions, such as insistence on employment 
of unneeded labor. 

Earlier comment indicated some of the 
grounds for believing that, on balance, 
labor organization may result in a net in- 
crease in the national product through 
its beneficial effects on individual work- 
ers and management. Also it was point- 
ed out that most of the restrictive prac- 
tices, and most of the really effective re- 
striction, are to be found in craft unions, 
especially in local-market industries. 

In connection with “restriction of la- 
bor supply,” it is argued that “fixing 
monopolistic wage rates by contract” re- 
stricts the number of jobs available in 
the industries concerned and, conse- 
quently, the number of workers who find 
work in those industries.*4 To Henry 
Simons, workers, through unions, were 
“organized to price their services monop- 
olistically,” and so he could “‘see no way 
to avoid severely restrictive policies save 
by depriving them [unions] of control 
over wages, i.e., of bargaining power.” 
Thus to him the issue was “simply 
whether wage rates should be deter- 
mined competitively or monopolisti- 
cally.”35 The same notion is expressed 


32 See, e.g., Viner, op. cit., pp. 24-25; Machlup, 
op. cit., p. 68; Wolman, op. cit., p. 115; Lyon, op. 
cit., pp. 81-82. Professor Lyon goes so far as to con- 
demn the Fair Labor Standards Act and the Social 
Security Act as “monopolistic” because they serve 
to reduce the total hours of labor offered for sale 
(op. cit., pp. 97, 101, 103, 107). 

33 The beneficial effects of labor organization on 
labor productivity in low-wage areas, such as sec- 
tions of the South, deserve serious and systematic 
study. The importance of preventing the vicious 
circle of poverty breeding poverty is indicated by 
Professor Viner, op. cit., pp. 28-29. 


34 See Machlup, of. cit., p. 69. 
35 Op. cit., pp. 25, 9, 23- 
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even more forcefully by John W. Sco- 
ville, former economist of the Chrysler 
Corporation, as follows: 


General Motors must pay the market price 
for copper, for steel, and for labor. For if it pays 
less than the market price, it will be short of 
materials and be short of workmen. But the 
United Automobile Workers’ Union is not will- 
ing that its members receive the market price 
of labor, for workers can secure the market price 
without any collective action. 

The purpose of the labor union monopoly is 
the same as the purpose of every other monopo- 
ly. The monopoly is formed to get a price above 
the market price.* 


The preceding discussion of labor mar- 
kets indicates how unrealistic and errone- 
ous is such commodity-market reasoning 
as applied to labor markets. Prior to la- 
bor organization in General Motors, the 
company was the dominant or largest 
employer in a number of the localities 
where its plants were operating. General 
Motors quoted the wage scales that it 
would pay and enjoyed a significant 
range of discretion in fixing and modify- 
ing such wage quotation. With real wage 
differentials prevailing as a normal con- 
dition in the absence of employer co- 
operation or union organization it is 
fanciful to talk of “the market price of 
labor” in a labor-market area. Without 
unions, labor markets are subject to em- 
ployer “influence over price,” which, by 
commodity-market reasoning, is consid- 
ered to be one of the two “essential cri- 
teria of monopolistic position’”—the 
other being “control of supply.’”?” 

The chimerical nature of “the competi- 
tive wage” becomes evident when an at- 
tempt is made to set forth a definition or 
criterion by which, in concrete cases, to 
“answer the question whether a particu- 


36 Op. cit., p. 155. 

37 Machlup, op. cit., p. 55. Actually, control 
over price would seem to be the only essential 
criterion. 
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lar wage rate is or is not ‘monopolis- 
tic.’ ’3* Professors Simons and Machlup 
both propose as the crucial test the ex- 
istence or nonexistence of real wage dif- 
ferentials. If a wage differential exists so 
that many qualified workers would pre- 
fer to be employed in an occupation, 
firm, or industry but cannot obtain the 
preferred employment for lack of job 
openings, the wage rates are considered 
to be “excessive” and “monopolistic.” 
To quote Professor Machlup, “If many, 
however, would like to shift but find that 
no more workers are wanted at the places 
which pay the better wage, then the bet- 
ter wage is not the result of a naturally 
scarce supply but of monopolistic wage 
determination.’’*° 

Judged by such a test, “monopolistic 
wage determination” and “monopolistic 
distortions in the wage structure” were 
widely prevalent in industry prior to un- 
ionization. For example, companies like 
Standard Oil of New Jersey, Goodyear 
Tire and Rubber Company, Ford Motor 
Company, International Harvester Com- 
pany, and Botany Worsted Mills paid 
wage scales 10-20 per cent above their 
competitors during the 1920’s. Many 
qualified workers would have preferred 
to work for those concerns but could not 
do so with limits to the total number of 
jobs available in such companies. The 
same has been true for high-paying firms 
in nonunion areas in the South. As pre- 
viously explained, companies do not, in 
the absence of unions or employer under- 
standings, pay “equal wage rates for 
identical work” in a locality. Economists 
indicate their lack of understanding of 
labor markets and policies when they as- 
sert that “different wage rates for the 

3 Ibid., p. 70. 

See Simons, of. cit., p. 14; and Machlup, 
op. cit., pp. 69-71. 

# Op. cit., pp. 70-71. 
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same work in different industries... . 
are economic foolishness.” 

In the next section an attempt is made 
to compare union and nonunion wage 
scales in a number of industries and to 
compare wage levels under national bar- 
gaining with the general level of wages in 
industry. As the discussion there indi- 
cates, the statistics are not adequate for 
close comparisons or unqualified conclu- 
sions. However, they throw doubt on the 
contention that, through monopoly, la- 
bor organizations exact “excessively 
high” wages or that national bargaining 
necessarily results in higher levels of 
wages than local bargaining or unilateral 
employer determination. 

Although it cannot be conclusively 
demonstrated by statistics, there can be 
little doubt that the spread of unionism 
since 1932 has tended to reduce the 
amount of “unjustified” differentials in 
wage rates (a) between occupations with- 
in a plant, (b) between plants in the same 
locality, (c) between manufacturing in- 
dustries, and (¢d) between areas and re- 
gions. Union insistence on “equal pay 
for equal work” and the stimulus to job 
evaluation from labor organization—ad- 
mittedly with some assistance from war- 
time scarcity of labor and War Labor 
Board policies—has resulted in the elimi- 
nation of many intraplant and interplant 
“wage inequities.” Consequently, the 
wagestructure in American industry now 
is probably less “distorted” than it was 
in all nonunion industry during the 
1920's. At least that is the opinion of a 
number of industrialists who are in a 
good position to make such a compara- 
tive judgment. 

The application of a uniform wage 
scale throughout an industry, whether by 
industry-wide bargaining or union-wide 
enforcement of standards, has been called 

* Machlup, op. cit., pp. 65-66. 


“complete monopoly” and “monopoly 
pure and simple,’”’” on the grounds that 
such a wage scale is not adjusted to “the 
competitive wage level’’ in each locality 
and that it eliminates wage competition 
in the whole industry. 

If uniformity in wage scales through- 
out the country is monopoly, then a num- 
ber of multiplant firms—such as Ford 
and Libbey-Owens-Ford—were guilty of 
such monopoly prior to union organiza- 
tion in the 1930’s, having for decades 
followed a policy of paying the same 
wage scale wherever their plants were 
located.*? The same has been true for 
civil service jobs with the United States 
government. 

The analogy to commodities is not 
usually carried over in this respect. For 
hundreds of industrial products, com- 
panies quote uniform delivered prices on 
a national basis so that purchasers pay 
the same price regardless of locality or 
region. Many other products carry uni- 
form delivered prices by zone or region.“ 


#See remarks of Senator Joseph H. Ball and 
Senator Robert A. Taft, Hearings on S. 55 and S.J. 
Res. 22, Part III, pp. 1191, 1578-79; see also Part II, 
p. 642. 

“In reply to a questionnaire in the spring of 
1945, six out of forty-eight interregional concerns— 
one in each of six industries—reported that they 
paid the same wage scales in their southern plants 
as in their northern or western plants. See the 
author’s article, “Diversity in North-South Wage 
Differentials and in Wage Rates within the South,” 
Southern Economic Journal, XII (January, 1946), 
230. 

44 Products with uniform national or regional 
prices include branded items in such lines as rubber 
tires and tubes; drugs and cosmetics; household 
electrical equipment; advertised foods and groceries; 
cigarettes, cigars, and smoking tobacco; shoes; 
men’s suits and furnishings; mattresses; some chemi- 
cals; national brands of prepared paints; plumbing 
fixtures; insulation board; many planing-mil! prod- 
ucts; wire; aluminum; some automobile parts; 
typewriters, calculating machines, and similar 
office equipment; business furniture; paper and 
newsprint; items of hardware like hand tools; 
turbines and switchgear; industrial motors and 
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Prices of such items have not varied with 
local demand and supply, with differ- 
ences in freight costs from the producing 
plant, or with differences in local operat- 
ing costs including retail delivery. 
Through various pricing devices, employ- 
ers are able to achieve unity with regard 
to price and practically eliminate price 
competition. 

It is no doubt advantageous to a multi- 
plant company to follow a policy of geo- 
graphic price uniformity in order to re- 
duce price competition among sellers in 
its product markets, a policy of paying 
prevailing local wage scales in order to 
reduce price competition among buyers 
in local labor markets, and a policy of 
stimulating price competition on the 
seller’s side of the labor market, espe- 
cially intermarket rivalry. The policy of 
company adherence to local prevailing 
wage rates permits buyer co-operation to 
aid in local wage uniformity and to dis- 
courage competitive upbidding of local 
wage scales while encouraging intercom- 
munity rivalry in the selling of labor. By 
quoting the price in both commodity and 
labor markets, manufacturing firms have 
often been able to take advantage of any 
monopolistic elements in their position 
in each market. 

Critics argue that industry-wide uni- 
formity in wage scales tends to curtail 
employment expansion in low-wage 
areas, citing such industries as the rub- 


controllers; certain “catalogue items” of ma- 
chinery; portable air compressors; food machinery; 
saws and saw tools; hydraulic lifts; chains, gears, 
and transmission machinery; water pumps; gaso- 
line service pumps; and electric arc welding equip- 
ment; see, e.g., Saul Nelson and Walter G. Keim, 
Price Behavior and Business Policy (Temporary 
National Economic Committee, “Monograph No. 
1” [Senate committee print] [Washington, 1940]), 
pp. 286-345; and Vernon A. Mund, “The ‘Freight 
Allowed’ Method of Price Quotation,” Quarterly 
Journal of Economics, LIV (February, 1940), 
232-45. 


ber-tire and -tube industry. Tires and 
tubes carrying the well-known brand 
names have a uniform price all over the 
United States, yet the cost of production 
of tires and tubes in southern plants ap- 
parently has, on the average, been lower 
than in northern plants, for the large 
companies report that wage rates for all 
comparable jobs have been 20-30 per 
cent below the rates in northern plants, 
and some companies also report that la- 
bor efficiency and actual labor output in 
their southern plants has equaled that in 
their northern plants.“ Pricing on an 
f.o.b., plant-by-plant basis (cost plus 
reasonable profit) would, therefore, be 
the effective, competitive method of 
bringing about expansion in production 
and employment in the rubber-tire in- 
dustry in the South. Uniform delivered 
prices with the producer absorbing the 
varying freight charges to all destinations 
and with cost and profits calculated on a 
company-wide basis may serve to con- 
fuse and conceal plant production-cost 
differences and to retard expansion in the 
South. 
~ Actually, it is extremely difficult to 
argue that the price of labor should vary 
from locality to locality when the work- 
er’s tools or equipment, the materials he 
works on, and the products he makes all 
carry uniform prices regionally or na- 
tionally and when many of the goods he 
purchases (clothes, foods, household 
equipment, building supplies, etc.) like- 
wise are sold at uniform prices geographi- 
cally. 

Especially is that the case when the 


4 See Van Sickle, op. cit., pp. 11-12; see also 
Simons, op. cit., pp. 10-12. 

4©See my articles, “Diversity in North-South 
Wage Differentials and in Wage Rates within the 
South,” Southern Ec ic Journal, XII (January, 
1946), 240; and “Effectiveness of Factory Labor: 
South-North Comparisons,” Journal of Political 
Economy, LIV (February, 1946), 66. 
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reasons given by economists in support 
of South-North and other geographic 
wage differentials are found upon inves- 
tigation to be weak half-truths and even 
to be, in some respects, erroneous. For 
example, Professor Simons writes: 
“Southern labor, on the whole, simply 
isn’t worth much, to enterprisers or to 
the community”’; “Climate, culture, pov- 
erty, and scarcity of complementary re- 
sources (especially capital) account for 
chronically low productivity.’’47 Actual- 
ly, interregional and intraregional wage 
structures, and the effects of elimination 
or reduction of wage differentials, are far 
more complex than such statements 
would imply. For example, the wage 
scales of many southern firms and some 
southern industries averaged as high as 
(or higher than) their northern counter- 
parts prior to unionization in the South; 
wage differentials in single labor-market 
areas in the South are sometimes greater 
than real South-North industry differ- 
entials; and a majority of interregional 
manufacturing concerns and industrial 
engineers report labor efficiency and out- 
put as high (or higher) in their southern 
plants as in their northern plants. Addi- 
tional factual data contradict other con- 
ventional assumptions of theorists, but 
space limitations permit only reference 
to the material.** 

Much of the recent complaint against 
“labor monopoly” seems to be based on 
the trend toward concentration of eco- 
nomic power in the hands of the leaders 
of large national unions and the claim 
that, through “control over employees in 
great industries,” they dictate the terms 
which must be met if such industries are 


47 Op. cit., pp. 10, 11. 

“The summarizing article is “Southern Wage 
Differentials: Developments, Analysis, and Impli- 
cations,” Southern Economic Journal, XIII (April, 
1947), 386-94. 
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to continue to operate.*® Thus, employers 
and congressmen express alarm at the 
“monopolistic power” of “the top labor 
leader”; at “the heavy concentration of 
economic power and actual monopoly of 
the supply of labor in the hands of a few 
unions and their leaders”; at “the rank 
monopoly” involved in “the domination 
or dictation” from national headquar- 
ters; at “a great monopolistic union con- 
trolling the total labor supply in an in- 
dustry”; and at some union leaders’ 
“power to put great masses of people out 
of work.”’s* It is Dr. Florence Peterson’s 
opinion that “those who speak of union 
monopoly usually think in terms of a 
strongly entrenched clique of union offi- 
cers who, because of compulsory mem- 
bership requirements, are enabled to ex- 
ercise despotic power over workers and 
employers alike.” 

Increasing concentration of economic 
power in the hands of individual union 
officials or groups of officials, and the pos- 
sibilities for arbitrary or imprudent use 
of such power, raise some real problems 
for a political democracy and a relatively 
free, market economy. Involved are such 
issues as the size and industrial jurisdic- 
tion of a national union, the distribution 
of power and functions within a national 
union, the extent and operation of the 
democratic process within the national 
union, and the possibilities of joint col- 
lusion under national or industry-wide 
bargaining. 

In considerable measure, the problem 
is one of checks and balances rather than 

See statement of Professor Leo Wolman, 
Hearings on S. 55 and S.J. Res. 22, Part I, pp. 112, 


115, 116; and Senator Joseph H. Ball, Congressional 
Record, XCIII (1947), 5145. 

5° See Hearings on S.55 and S.J. Res. 22, Part II, 
pp. 684-85, 686, 935, 1016, 1068. Strictly speaking, a 
“monopoly of the supply of labor” is possible only 
in a slave economy. 


S Survey of Labor Economics (1947), p. 640. 
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simply one of monopoly in the strict 
sense of that term. Merely to condemn as 
“monopoly” almost every well-estab- 
lished practice of trade-unions serves, 
therefore, to confuse, rather than to shed 
light on, the significant issues. Nor, in 
analyzing the problem, does it help to 
base one’s reasoning on misleading and 
mistaken notions such as that wage-fix- 
ing and wage stability are economical- 
ly undesirable, that all elements of mo- 
nopoly can and should be eliminated 
from the labor market, or that unions 
seek to price labor so as to gain all pos- 
sible monopoly advantage. Data in the 
next section seem to indicate that unions 
have not affected wage rates so much as 
is generally assumed or in the manner 
that reasoning on monopoly principles 
would lead one to believe. 


IV. WAGE COMPARISONS 


Statements concerning the effects of 
unions on wage scales and wage struc- 


tures have often seemed somewhat con- 
tradictory. Some economists have con- 
tended that unions, by means of their 
bargaining power, have pushed wage 
scales too high in organized firms, occu- 
pations, and industries, thus causing 
“monopolistic distortions” in the wage 
structure. Other economists have pointed 
out that, in a number of industries, wage 
scales in unionized plants have averaged 
no higher than in nonunion plants; that 
hourly earnings or wage levels in union- 
ized industries have not increased rela- 
tive to nonunion industries over periods 
as long as four or five decades; and that 
during the last three or four decades 
wage scales and hourly earnings under 
national bargaining in manufacturing 
industries have not been higher, and have 
not increased more rapidly, than for 
manufacturing as a whole. 

Adequate data are not at hand for de- 
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finitive conclusions as to the effects of 
unions and national bargaining on rela- 
tive wage levels and wage structures. No 
statistical investigation specifically de- 
signed to ascertain such effects has been 
made, and statistics alone could not pro- 
vide complete answers. 

For comparative purposes, the avail- 
able statistical material is deficient in a 
number of respects. Generally speaking, 
the larger firms and firms in larger cities 
are more likely to be organized. In some 
occupations, the union members are gen- 
erally more skilled and better workers. 
On the other hand, hourly earnings data 
may be affected by the fact that incen- 
tive methods of payment probably pre- 
vail to a greater extent on nonunion jobs 
than on jobs subject to union agreement. 
Therefore, with the available statistics, 
it is difficult to obtain an approach to 
strict comparability in job, workers, size 
of firm, and method of payment. In addi- 
tion, the United States Bureau of Labor 
Statistics’ data on union and nonunion 
earnings are not broken down by length 
of organization of the firm, bargaining 
strength of the union, or area of bargain- 
ing. Nevertheless the figures are suffi- 
cient to demonstrate that the answers are 
not so simple and unequivocal as much 
of the literature implies. 

The comparisons that follow are based 
on tabulations made by the author from 
data on average straight-time hourly 
earnings given separately by occupation 
or occupational grade and by sex in the 
surveys of single industries made by the 
Bureau of Labor Statistics in 1943, 1944, 
1945, and 1946. The figures are either for 
a city or local labor-market area or for a 
region (with the country divided into 
nine regions). From 76 labor-market sur- 
veys by industry (dated in 1943 and 
1944) which were at hand, the 22 in man- 
ufacturing that contained a breakdown 
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for union and nonunion establishments 
were selected. Of 37 industry studies of 
occupational wage structure dated in 
1945 and 1946, the 19 in manufacturing 
with a breakdown between union and 
nonunion establishments were chosen for 
analysis. A plant is classified as unionized 
if a union agreement or agreements cover 
a majority of the employees in that plant. 

The first set of comparisons involves 
10 surveys covering different industries 
in three southwestern, two midwestern, 
and three eastern cities. For the 10 sur- 
veys, there was an average per survey of 
18 union establishments and 27 nonunion 
establishments. Of course, not all plants 
were represented for each occupation but 
averages were not given for less than 
3 plants. Out of a total of 309 occupa- 
tional comparisons, the occupational 
average for the nonunion plants in the 
city exceeded that for the union estab- 
lishments in 51 cases and equaled the 
union average in 9 more. Five of the sur- 
veys contain no incentive payments in 
the hourly earnings averages. Of the 
total of 66 occupational comparisons in 
those 5 surveys, the average for the non- 
union plants was higher in 18 instances 
and the same in 2, so that the nonunion 
average was higher in almost three- 
tenths of the cases. In the 4 surveys defi- 
nitely stating that the union plants tend), 
ed to be the larger ones, the nonunion 
average was higher in only 32 out of 217| 
comparisons (with 5 equal). 

Wage surveys by the United States 
Bureau of Labor Statistics also permit 
comparisons between union and non- 
union plants on the basis of wage rates 
or straight-time earnings for key metal- 
working occupations in each of twelve 
midwestern cities in 1943 and the first 
half of 1944." Out of a total of 1793 oc- 


* The twelve cities are Chicago; Indianapolis; 
Milwaukee; Minneapolis; South Bend; Rockford 
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cupational comparisons for the twelve 
cities, the average for nonunion estab- 
lishments in the city was higher than the 
union-plant average in 590 instances and 
equal to it in 71 cases. In other words, 
local wage rates for specified metalwork- 
ing occupations seem to have averaged 
higher for nonunion plants than for un- 
ion plants in one-third of all the compari- 
sons that were made.** 

From B.L.S. studies of the wage struc- 
ture in 37 industries in 1945 and 1946, 
comparisons can be made on a regional 
basis between straight-time earnings 
averages for union and nonunion plants 
in specified occupations in 19 manufac- 
turing industries.** Each of the nine re- 
gions includes from three to seven states. 
Of 2296 occupational comparisons, the 
nonunion average was higher in 647, or 
three-tenths, of the cases and the same 
as the union-plant average in go in- 
stances. For the 19 industries, the non- 
union-plant average ranged from two- 
thirds of the occupations in the manu- 
facture of power boilers to only one- 
twelfth of the occupations in the soap 
and glycerin industry. 

Such crude comparisons of occupation- 
al averages for nonunion and union 


and Springfield, Illinois; Fort Wayne and Evans- 
ville, Indiana; Green Bay and Racine-Kenosha, 
Wisconsin; and Joliet, Illingis; see Wages in Seven 
Metalworking Centers (1943-1944) and Wages in 
Six Metalworking Centers, 1944 (U.S. Bureau of 
Labor Statistics, Region VI, n.d. and March, 1945). 


53 For individual cities, the ratio varied, since the 
nonunion average was higher in only one-eighth 
of the occupations in Fort Wayne and in almost 
three-fifths of the occupations in Evansville. 


84Machine tools, machinery, electroplating 
and polishing, foundries, power boilers, cotton 
garments, structural clay products, radios, footwear, 
cigars, women’s and misses’ dresses, wood furniture, 
paperboard containers and boxes, pulp, paper and 
paperboard mills, copper alloying, rolling and draw- 
ing, jewelry, cotton textiles, and soap and glycerin 
(U.S. Bureau of Labor Statistics, “Industry Wage 
Studies Bulletins,” Ser. 2). 
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plants seem to indicate that, locally or 
regionally, union wage rates average low- 
er than nonunion rates for many occupa- 
tions. It may be argued that even good 
cross-section comparisons as of a particu- 
lar date are not too revealing either (1) 
because unions tend to set the wage pat- 
tern for nonunion plants as well as union 
establishments or (2) because the union 
plants may not have been organized long 
enough for the effects of union pressures 
to be fully reflected in relative wage lev- 
els. To shed some light on the latter con- 
tention, it is necessary to examine data 
permitting comparison between union 
and nonunion wages over considerable 
periods of time. 

In his study of Real Wages in the 
United States, 1890-1926, Professor Paul 
H. Douglas develops annual indexes of 
“hourly earnings” for 7 “union” indus- 
tries.5 The basic data were the union 
wage rates in various cities collected an- 
nually by the United States Bureau of 
Labor Statistics. In addition, he calcu- 
lated indexes of “hourly earnings” for 8 
“ payroll’ manufacturing” industries. 
Unfortunately, the combined index for 
the “payroll” industries is not an index 
of nonunion earnings, including as it does 
men’s clothing, boots and shoes, and 
hosiery, which were partially unionized 
during part of the period from 1890 to 
1926. 

One can, however, come close to mak- 
ing a comparison of union and nonunion 
rates or earnings for the same or similar 
industries by using two pairs of Professor 
Douglas’ indexes: the indexes for union 
planing mills and for sawmills in general 
and the indexes for union metal trades 
and for iron and steel.** Between 1890 
and 1920 the index for union planing 
mills and the index for sawmills in general 
both increased by about the same_per- 


8 Ibid., pp. 97, 102. 


5 Pp. 77, 97: 
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centage (198 and 191 respectively) and 
moved fairly closely together throughout 
the three decades except for the war 
years (1917-19). From 1920 to 1926, 
however, the union index rose some 17 
per cent, whereas the index for sawmills 
in general declined about 17 per cent. 
The indexes for the union foundries and 
machine shops and for the iron-and-steel 
industry both increased 180 per cent be- 
tween 1890 and 1924 and were frequently 
close together during that period.’’ 

Such data lend little support to the 
contention that unions follow the prin- 
ciples of “monopolistic pricing” by 
means of “excessive increases” in wage 
scales. From his statistical studies, Pro- 
fessor Douglas concluded that “since 
1914 the wages in the nonunion manufac- 
turing industries have risen at least as 
rapidly as have those in the union manu- 
facturing industries,” although he was of 
the opinion that unions undoubtedly 
were, in part, responsible for a more rap- 
id increase in union than nonunion scales 
for some industrires during the early 
stages of labor organization in certain 
years prior to 1914." 

As indicated in the preceding section, 
multiple employer bargaining with a na- 
tional union, especially if a single negoti- 
ation covers a large portion of an indus- 
try, has been condemned as “monop- 
olistic wage fixing.” In an effort to dis- 
cover whether such bargaining has re- 
sulted in relatively high wage levels or in 
rapidly rising wage scales, an investiga- 
tion was made of wages in 7 manufactur- 
ing industries having from ten to fifty- 


57 Comparison of the 1928 figures with those for 
1924 shows the union metal trades up 11 per cent 
compared with a rise of 3 per cent for iron and steel 
(see Paul H. Douglas and Florence T. Jennison, 
The Movement of Money and Real Earnings in the 
United States, 1926-28 [Studies in Business Ad- 
ministration” (University of Chicago, 1930), Vol. I, 
No. 3], pp- 32, 33). 

58 Real Wages in the United States, p. 562. 
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five years of experience with national and 
regional bargaining.S® 

In the pottery and the pressed and 
blown glassware industries the wage 
scales for skilled workers have, during the 
last forty-three and fifty-five years, re- 
spectively, been established in a single 
negotiation covering from 65 to 90 per 
cent of the industry. The semiskilled 
and unskilled workers have been covered 
by such national bargaining during the 
last ten years in glassware and the last 
fourteen years in pottery. It is significant 
to note that, for the four or five decades 
of national bargaining, the average hour- 
ly earnings for skilled workers did not 
rise more rapidly than in manufacturing 
as a whole; that a number of wage reduc- 
tions were negotiated averaging as much 
as 14 and 17 per cent each; and that a 
panel of the National War Labor Board 
found in 1944 that the hourly rates for 
skilled maintenance occupations and for 
unskilled labor in the glassware agree- 
ment were well below similar rates in 
neighboring industries, especially metal 
industries.™ 

The conclusions drawn from study of 
the 7 industries were that “generally 
speaking, wage and earning levels do not 
appear to have risen more rapidly under 
national and regional bargaining than for 
manufacturing as a whole” and that 
“levels of wages in the 7 industries taken 
as a group are not high; for some occupa- 
tions or areas the rates are relatively high 
and for some comparatively low.’’®? Most 
of the industries were, of course, subject 
to competition from outside the bargain- 
ing unit, from abroad, or from substitute 


589 See Lester and Robie, op. cit. 

6°Statement includes only general ware in 
pottery. 

& See Lester and Robie, of. cit., pp. 16-18, 29; 
and War Labor Reports (Bureau of National 
Affairs, Inc., XXVIII, 1945), 60, 61. 


% Lester and Robie, op. cit., pp. 93, 94- 
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products. That is not unusual, however, 
and such competition is not significant 
for 2 of the 7 industries. 

Limitations of the data preclude 
sweeping generalizations about the ef- 
fects of unions, or of national and indus- 
try-wide bargaining, upon wage scales 
and wage structures. The available mate- 
rial does not, however, support the as- 
sumption that unions act in the labor 
market as a monopolist would in a com- 
modity market, or that more rivalry be- 
tween unions would lead to lower rather 
than to higher wages. One reason that 
wage rates could remain relatively low 
for long periods of time under national 
bargaining in some manufacturing indus- 
tries is that such bargaining arrange- 
ments increase the security of the union 
and its leaders. Under certain circum- 
stances, industry-wide bargaining or 
union-wide action might, of course, re- 
sult in relatively rapid wage increases 
and comparatively high wage scale. Es- 
pecially is that likely to be true where 
rival union centers and dual unions exist, 
with competition between union officials 
for leadership, prestige, and personal 
position. 


V. SOME PROPOSED REMEDIES 


Suggested programs for curbing or 
eliminating “labor monopoly” vary with 
the authors’ diagnosis of the difficulties 
to be remedied—their definition of “‘la- 
bor monopoly” and their conception of 
the labor market and of labor unions. 
Corrective proposals will differ radically 
depending on whether one envisages “‘la- 
bor monopoly” as exclusive labor repre- 
sentation, as union restrictive policies, as 
wage-fixing over wide areas, or as concen- 
tration of power and control. 

Basically, one’s concepts and objec- 
tives determine the character of his re- 
medial proposals. An author who con- 
ceives of the labor market as essentially 


‘ 
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the same as a commodity market and the 
labor union as essentially analogous to a 
business enterprise producing and selling 
commodities will apply commodity- 
market reasoning to labor unions and at- 
tempt to make labor markets conform 
more closely to organized commodity or 
security markets. Assuming that labor 
unions are on all fours with business 
monopolies, he is likely to propose strict 
application of commodity-market prin- 
ciples and legislation (such as the anti- 
trust laws) to labor-union activities. On 
the other hand, one may conceive of the 
labor market as subject to its own pe- 
culiar principles and conditions, which 
normally and necessarily involve price- 
fixing and monopolistic elements, and 
view labor unions as political institu- 
tions, striving to survive, expand, and 
gain certain positions within a labor 
movement. Such a conceptual frame- 
work rejects the blanket borrowing of 
commodity-market programs intended to 
curtail monopoly or enforce competition 
and requires that any remedial programs 
be tailor-made for the labor market and 
labor unions. 

The remainder of this paper will ex- 
amine, first, recommended actions based 
on commodity-market reasoning and, 
then, some proposals designed especially 
for labor unions, which have been offered 
by congressmen and union officials. The 
discussion of each proposal must, because 
of space limitations, be rather brief. 

One proposal, based on commodity- 
market reasoning, is that “competitive 
bidding” by labor unions be substituted 
for exclusive “monopoly of bargaining”’ 
granted under federal legislation to the 
union gaining majority representation. 
Professor Harley L. Lutz, for example, 
would have employers as free to bargain 
in the purchase of labor as they are in 
buying commodities, selecting the sup- 


plier currently offering the best terms. 
On the assumption that unions are sup- 
pliers of labor, he would arrange it so 
that “an employer, having failed to reach 
an agreement with one group of workers 
as to wages or other matters of employ- 
ment, [would] be free to invite some other 
group to enter into negotiations with a 
view to arriving at mutually agreeable 

63 With slavery illegal, how- 
ever, unions are not suppliers of labor in 
the sense that producers or merchants 
are suppliers of commodities. 

Any such attempt to utilize “competi- 
tive bidding” between unions, with the 
employer free to choose among all of- 
fering unions, would stimulate interunion 
strife and strikes, with the recent evils of 
union rivalry increased many fold. More- 
over, the proposal overlooks the essential 
differences between practices in labor and 
commodity markets and neglects the 
psychology of employees and employers. 
Workers value job security and employ- 
ment stability; either seniority under the 
proposal would be meaningless and pro- 
grams for employee advancement dis- 
rupted, or workers would have to shift 
from union to union at the will and inter- 
est of the employer. Companies value 
employee loyalty and employee knowl- 
edge of the company’s jobs and policies. 
In encouraging frequent group turnover 
of labor, the proposal not only disregards 
company investment in employee train- 
ing but also the other factors that cause 
employers to operate in the labor market 
differently than they do in purchasing 
and selling commodities. 

A proposal that has won support by its 
superficial plausibility is that the anti- 
trust laws be applied to “labor monop- 
olies” in the same way that they are 
utilized to curtail “industrial monop- 


* Ibid., pp. 43, 44- 
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olies.’’** Underlying such a recommenda- 
tion is an assumption that it would be in 
the public interest to have labor markets 
conform as closely as possible to the pat- 
tern of organized commodity or security 
markets. 

The proposal to subject labor markets 
and labor unions to the antitrust laws 
overlooks the fact that the market is not 
a satisfactory apparatus for solving 
many labor problems—the optimum 
hours of work, working conditions, child 
labor, job security, workers’ grievances, 
and other human aspects of labor rela- 
tions.°> Employee and union rivalry and 
suits at law may be detrimental, rather 
than helpful, to labor productivity and 
labor relations. Labor and management 
are not competitors in the sense that pro- 
ducers of the same commodity are com- 
petitors; nor should unions be considered, 
or be forced, to be rivals in the manner of 
competing firms. 

The antitrust laws do not define “mo- 
nopoly” or “restraint of trade,” nor does 
the Sherman Act set forth any definite 
criteria for determining their existence. 
Do unions restrain trade when they re- 
strict employers by seniority rules, griev- 
ance procedures, definitions of normal 
working hours and holidays, and all the 
other nonwage provisions of the typical 
labor agreement? The restriction is not 
on consumers who, as pointed out above, 
may enjoy a larger output as a result of 
union restrictions on management. Do 
such practices as wage-fixing, domination 
of a labor market by a single employer, 
or agreement on labor-market policies 
by employers constitute “monopoly,” 
which would subject employers to penal- 

64 See, e.g., Harold W. Metz and Meyer Jacob- 
stein, A National Labor Policy (1947), pp. 91 and 
159; Hearings on S. 55 and S.J. Res. 22, Part I, 
p. 541, and Part IT, p. 686. 

*sFor further discussion see my Economics of 
Labor (1941), pp. 39-45- 
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ties under the proposed extension of the 
antitrust laws? How would the extent of 
injury, for which treble damages can be 
collected under the Sherman Act, be cal- 
culated and assessed by the courts if col- 
lective bargaining and some of the pro- 
visions of typical labor agreements, in- 
cluding wage-fixing, were considered in 
violation of the antitrust laws? Presum- 
ably Senator Robert A. Taft had some of 
these questions in mind when he stated: 
“You would practically have to write an 
anti-trust law for labor, because I do not 
think the Sherman Act is really aimed at 
it, or that the wording is particularly 
suitable.” 

The fact is that the antitrust laws and 
litigation under them have proved costly, 
ineffective, and ill-adapted for the deter- 
mination and solution of monopoly prob- 
lems. Court cases drag on for as long as 
ten years. Court victories usually are 
only moral victories; companies ad- 
judged guilty can try other means, and 
generally there is no follow-up after the 
court decision. Through pricing and cost- 
ing systems, common conventions, or 
other means of obtaining accord, firms in 
an industry can achieve unity of action 
with respect to price without any con- 
versations or correspondence such as 
would be necessary in the case of labor 
because of the numbers involved and the 
characteristics of the labor market. For 
such reasons, the antitrust laws have 
proved to be impotent to prevent the 
growth of large industrial empires and in- 
creasing concentration of economic pow- 
er in American industry. Extension of 
the antitrust laws to labor markets, in 


6 Hearings on S. 55 and S.J. Res. 22, Part IV, 
P- 1793- 

‘7 For a good discussion of the weaknesses of 
our antitrust laws and machinery see Walton 
Hamilton and Irene Till, Antitrust in Action 
(Temporary National Economic Committee Mono- 
graph No. 16 [Washington, 1940)). 
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the face of their unsuccessful record in 
the field for which they were designed 
and in view of the essential differences 
between labor and commodity markets, 
would certainly not be sensible. 

During the past year or two, a number 
of special limitations on labor unions 
have been recommended for congression- 
al action. One type of proposal—embod- 
ied in the Hartley bill as passed in the 
House of Representatives in April, 1947, 
and also in the Ball bill (S. 133) consid- 
ered by the Senate—would restrict col- 
lective bargaining to a single operating 
company or to one local labor-market 
area and would enforce independence of 
union policy and decision on a company 
or community basis.** Collective bargain- 
ing could encompass the employees of 
two or more employers only if the firms 
included had a combined total of no more 
than, say, one hundred employees and 
were all located in the same trade area or 
no more than fifty miles apart. 

The stated objectives of such propos- 
als are “to prevent monopolistic con- 
centrations of bargaining power,” to 
eliminate bargaining by national unions, 
to insure complete freedom of action by 
local unions, to secure more employer- 
employee participation in collective bar- 
gaining, and to forestall industry-wide 
shutdowns. Careful consideration indi- 
cates, however, that the proposed legis- 
lation is not well designed to achieve 
some of the avowed objectives and would 
not be in the public interest. 

Since the restrictions are to be ap- 
plied only to labor unions and not to em- 
ployers or employer organizations, they 
seem patently unfair. One of the funda- 
mental objectives of labor organization, 


68 In addition to congressional bills and discus- 
sion see, e.g., Raleigh W. Stone, “Trade Unionism 
in a Free Economy,” University of Chicago Law 
Review, XIV (April, 1947), pp. 406-7. 
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unity of action on wages over the whole 
area of competitive production of an ar- 
ticle, is forbidden, but no corresponding 
restriction is proposed with respect to 
unity of action on the price of the article 
over the whole competitive area. If “‘em- 
ployer” were substituted for labor or- 
ganization in these proposals, such em- 
ployer practices as exchange of wage in- 
formation, use of a common consulting 
service, discussion at employer meetings, 
or even casual conversation or corre- 
spondence would presumably be consid- 
ered illegal if they resulted in two or 
more companies (of any size or in sepa- 
rate communities) adopting any particu- 
lar wage, hour, or other labor policy. 
This type of recommendation is radi- 
cal in the extent to which it would alter 
the character and structure of labor 
unions as they have existed here and 
abroad for as long as one hundred and 
fifty years. National unions would pre- 
sumably become ineffectual federations, 
leaving the labor movement top-heavy 
with loose associations—some one hun- 
dred and sixty present national unions 
in addition to the existing duplicate 
sets of national, state, and local (A.F. 
of L. and C.I.0O.) federations. Craft 
unions would be most severely affected, 
since they are organized by occupation 
rather than employer; even some existing 
craft and industrial locals would have to 
be divided. Without a thoroughgoing 
breakup of industrial combinations and 
large companies, this sort of proposal 
seems neither logical nor defensible. 
There may be little more reason for 
unions to be cut up according to the odd 
conglomeration of activities in many of 
the multiplant companies than there 
would be for companies to be confined to 


69 See Senator Wayne Morse’s remarks in Con- 
gressional Record, XCIII (80th Cong., 1st sess. 
[May 7, 1947]), 4798. 
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the jurisdiction of individual national or 
local unions. A union limited to the oper- 
ations of one employer or a few small 
employers in one community might be 
too small or distorted for economical and 
effective operation. 

The consequences of such a proposal 
would not be what proponents indicate. 
It would foster union rivalry, instability 
in labor relations, and irresponsibility in 
organized labor. National unions gener- 
ally are a restraining influence on local 
unions, because their officers are farther 
removed from the scene of conflict, have 
a broader and longer-run point of view, 
are more aware of the lessons of past ex- 
perience, and are more interested in con- 
serving strike funds and retaining their 
union jobs. To destroy the responsibili- 
ty of the parent organization, to increase 
the number of independent unions in 
manufacturing by five hundred to a 
thousand times, and to have labor nego- 
tiations and changes in the terms of em- 
ployment occurring in an industry all the 
time would serve to increase the confu- 
sion and turmoil, the labor unrest, the 
amount of industrial conflict, and the 
time lost from strikes. Also, compulsory 
independence of policy-determination 
would retard the spread of labor prac- 
tices that the experience of one or more 
companies showed to be beneficial. In 
addition, there would be the unfavorable 
effects on labor relations resulting from 
the disruption of existing relationships 
and the bitterness engendered by dis- 
solution of national unions and enforced 
segregation of the pieces, 

It is not clear which of the various 
meanings of “labor monopoly” the pro- 
ponents of this type of legislation have 
in mind as their target. Since the labor 
market is a local market, confining col- 
lective bargaining and policy determina- 
tion to one “labor-market area” would 
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not necessarily prevent monopoly in that 
market, either on the demand or on the 
supply side. Limitation of the bargaining 
and collective action to an individual 
firm might seem to reduce the possibility 
of monopoly if the industry is not domi- 
nated by one or a few large firms and the 
number of firms is not decreasing. How- 
ever, individual-firm bargaining favors 
the large company and may help to re- 
duce the number of firms in existence. 
To prevent small companies in an indus- 
try from gaining the advantages of joint 
action in collective bargaining (except 
when they happen to be located in the 
same community) is to discourage the 
existence of small companies by expos- 
ing them both to pattern-setting in labor 
matters by the large concerns without 
consideration of the interest of the small- 
er firms and to the threat of strike action 
against one small company at a time. It 
has been to avoid such weak and un- 
satisfactory positions that many em- 
ployers have resorted to multi-employer 
bargaining, which has been especially 
prevalent in industries characterized by 
a hundred or more small firms, with no 
one firm having as much as 5 per cent of 
the industry’s total output, such as 
men’s and ladies’ clothing, women’s 
hosiery, and cotton textiles. 

Industry-wide shut-downs have often 
taken place in industries in the absence 
of multiple-employer bargaining and can 
readily occur through the spreading of a 
strike, regardless of the area included in 
a single negotiation. Indeed, the manu- 
facturing industries subject to national 
and regional collective bargaining have 
been notably free from crippling strikes 
during the past decade, and some of 
them have had no authorized strikes 
since national or regional bargaining was 
instituted. 

The proposal to compel local or com- 
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pany-wide independence of bargaining 
and union policy raises serious practical 
problems. The employer unit of organiza- 
tion is especially objectionable where 
employment is characteristically of short 
duration, as in the building and maritime 
industries and in some canning opera- 
tions. 

Even more difficult would be the prob- 
lems of effective enforcement. To pre- 
vent national unions from playing any 
role in union policy formulation or de- 
termination and to compel independence 
of union policy by company or commu- 
_ nity, it would presumably be necessary 

to make it an “unfair labor practice” or 
illegal for national union officials to make 
statements on union policy or to print 
suggestions for union demands, if the 
granting or withholding of the use of the 
national union’s support, insignia, funds, 
or favors were implied in any way. 
Therefore, enforcement would seem to 
require significant curtailments of free- 
dom of speech and the press as well as a 
marked degree of government interven- 
tion in the internal affairs of unions. If 
national officials were trying to bring 
pressure upon an official or officials of an 
affiliated local in favor of some policy, 
the local officials would usually be the 
only ones directly cognizant of that fact. 
But they might hesitate to complain, for 
example, for fear that their progress with- 
in the union would be jeopardized there- 
by. Would the National Labor Rela- 
tions Board or some other government 
agency attempt to prevent—for an in- 
definite period through an injunction or 
cease-and-desist order—the national 
union from withdrawing its charter to 
the local, or the national officials from 
discriminating against a complaining of- 
ficial in promotion? If so, how could the 
Board assure the complaining official 
that his opportunities to elective or ap- 
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pointive office in the national union were 
fully protected at all times? Such ques- 
tions indicate the real practical difficul- 
ties facing any attempt to enforce de- 
centralization of national unions and 
local autonomy within a political or- 
ganization that is part of a labor move- 
ment, with its own loyalties, traditions, 
and codes of conduct. 

Some union officials have urged en- 
forced “union democracy” and “sys- 
tematic decentralization of power and 
devolution of function,” reducing the 
power of top officials of national unions 
by increasing rank-and-file control.”° To 
attempt through legislative enactment 
and enforcement to control the opera- 
tion of unions, or even the frequency and 
nature of elections to union office, would, 
however, involve governmental inter- 
ference in the internal affairs of unions 
that could hardly be justified as an anti- 
monopoly measure. To promote a broad 
outlook instead of narrow economic in- 
terests and stress on short-run advan- 
tages of single unions, Professor Sumner 
Slichter urges a shift of power and 
influence from national unions to the 
two great federations.” He does not, 
however, propose legislation for that 


purpose. 
VI. SOME OBSERVATIONS 


No doubt it would be desirable to re- 
duce the power and control at the top of 
a number of Jarge national unions and 
spread some of it both downward to the 
locals and upward to the national federa- 
tions. With all the centralizing forces in 
our economy as well as within national 
unions, such a spread of power seems un- 
likely to occur on any scale, however, in 

7° See, e.g., Herberg, op. cit., pp. 24, 25; Hearings 
on S. 55 and S.J. Res. 22, Part Ill, pp. 1596-97 
and 1625. 


™ Op. cit., pp. 175-76. 
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the absence of governmental influence 
directed to that purpose. 

Certain provisions of the Labor. Man- 
agement Relations Act of 1947 are likely 
to reduce the possibility of unity of ac- 
tion and control by one national union 
over a whole industry. A larger number 
of national unions will undoubtedly be 
established in particular industries as a 
result of Section 9 (b) of the act, which 
favors the certification of separate craft 
units for collective bargaining within an 
industry, even though an industrial 
union now covers all the workers in in- 
dividual plants. Section 8 (b) makes it 
an unfair labor practice for a union to 
“coerce an employer in the selection of 
his representatives” or to use the strike 
or boycott in order to force an employer 
to join any employer organization and 
also for a union “to refuse to bargain col- 
lectively with an employer.” In other 


words, unions cannot force employers 
into multiple-employer bargaining, nor 


can a local union refuse to bargain in 
good faith at the company or plant level 
concerning an issue on which the nation- 
al union has already adopted a policy. 
In a “national emergency”’ strike, pro- 
vision is made in Section 209 for a secret 
ballot of the employees of each employer 
on their employer’s last offer of settle- 
ment. Although the employer-by-em- 
ployer vote is not binding, it may serve,\ 
to break up unity of action within a na 
tional union and to encourage local vari- 
ation in policy and practice. The ban on 
the closed shop and on discrimination in 
employment under the union shop if ex- 
pulsion from the union occurs for any 
reason other than nonpayment of dues 
and initiation fees (Section 8 [a]), reduces 
the power and control of unions over in- 
dividual members. 

Perhaps the most serious curtai/ment 
of the power of national unions contained 


535 


in the Labor Management Relations Act 
of 1947 is the provisions in Sections 8 
and 303 making it both an “unfair labor 
practice” and “unlawful” 


for any labor organization to engage in, or to in- 
duce or encourage the employees of any em- 
ployer to engage in, a strike or a concerted re- 
fusal in the course of their employment to use, 
manufacture, process, transport, or otherwise 
handle or work on any goods, articles, materials, 
or commodities or to perform any service, where 
an object thereof is... . forcing . . . . any em- 
ployer or other person to cease using, selling, 
handling, transporting, or otherwise dealing in 
the products of any other producer, processor, 
or manufacturer, or to cease doing business with 
any other person. 


Any person, whether an employer or not, 
who is injured in his business or property 
by such a boycott or sympathetic strike 
may sue for damages in any federal! dis- 
trict court. These “boycott” provisions 
of the act, together with the provision for 
damage suits against labor organizations 
for violation of labor agreements in Sec- 
tion 301, may make it difficult for a na- 
tional union, under certain sets of cir- 
cumstances, to take common action 
against two or more employers concur- 
rently.” 

There is no question that large unions, 
as well as large corporations, present a 
problem in a democratic country with a 
market economy and a federal form of 
government. Seven national unions have 
from half a million to a million members, 
or two to four times the number of em- 
ployees of our largest corporations. 
Unions are not subject to the same tech- 
nical and economic limitations to size 
that apply to business organizations. 

Concentration of power and influence 
in national unions has both internal and 


™ The wisdom or merits of these and other pro- 
visions of the Taft-Hartley Act is not discussed in 
this paper because of limitations of space and sub- 
ject matter. 
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external aspects. It affects the distribu- 
tion of power and control within the la- 
bor movement. It may also affect the 
nation’s economy through restrictive 
provisions written into agreements and 
through influence on wage scales. Pre- 
ceding sections have indicated that re- 
strictive practices probably have been 
declining in general importance to the 
economy and that there has been little 
evidence of excessively high wage scales 
under national and regional bargaining. 
Nevertheless the spread of the area of 
common organization and combined ac- 
tion both horizontally (to cover other 
materials, methods, or products) and 
vertically (to cover the various indus- 
tries or stages of production) does pre- 
sent real possibilities for affecting not 
only the basis of competition in a single 
industry or craft but over a number of 
competitive materials and industries. 
Multi-industry unions present a ques- 
tion of balance between the social in- 
terest in limiting size and power and the 
interest of unions in self-preservation and 
effective operation. Increased size may 
increase the strength and power of a na- 
tional union and, through diversifica- 
tion, serve to spread its risks. Amalgam- 
ation of two national unions may be jus- 
tified temporarily on the grounds that 
otherwise the weaker union could not 
survive or continue as an effective and 
responsible organization. Admittedly the 
union’s survival as an effective instru- 
ment may require coverage of practical- 
ly the whole area of competitive produc- 
tion (which may include as much as all 
of an industry). But the burden of proof 
would seem to rest on a national union 
for extension of its coverage beyond that 
point. When John L. Lewis states that 
the United Mine Workers of America has 
membership in the coal-mining industry 
and “approximately some 115 other in- 
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dustries,””? the question naturally arises 
whether, from a public point of view, 
that is not about one hundred and fifteen 
industries too many. 

Some restriction on the industrial 
spread of the national union not only 
might help to preserve competition be- 
tween different materials and product 
groups by forestalling the imposition of 
undue restrictions or inordinate wage 
scales on a whole group of industries by 
a single union but also should serve to 
reduce interunion rivalry within the la- 
bor movement and domination of the 
movement by a few individuals heading 
large national unions. 

Any legislation to restrict union merg- 
ers and to curtail the industrial spread of 
national unions would need to be drafted 
in broad terms with latitude for intelli- 
gent and understanding administra- 
tion.74 Multi-industry unionism may be 
justified by temporary conditions with- 
in unions, by the nature of an industry 
including the area of competitive produc- 
tion and industrial spread of firms, by 
shifts in the structure of industry, by the 
degree of independence existing between 
departments or divisions of the union, or 
by other circumstances. 

The immediate need is not for more 
hasty, “shot-gun”’ labor legislation but 
for more understanding and informed 
thought on the problem of union organi- 
zation and the appropriate area of col- 
lective bargaining and union action. Al- 
ready we suffer from a plethora of naive 
proposals for regulating unions, based on 
false conceptions of labor markets and of 
labor organizations. 
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73 Hearings on S. 55 and S.J. Res. 22, Part IV, 
P. 1984. 

7% Space limitations necessitated the omission 
of a specific proposal outlined in the first draft of 
this paper. 





SALVATION BY SCIENCE: THE GOSPEL ACCORDING 
TO PROFESSOR LUNDBERG" 


FRANK H. KNIGHT 


I 


N THIS small volume, based on univer- 
sity public lectures, a prominent so- 
ciologist develops the “scientistic”’ 

doctrine for which he is fairly well known 
through articles in professional and pop- 
ular journals. The work represents about 
the “last word” in simplism of this spe- 
cies, that is to say, empiricism with a 
minimum of implicit rationalism. Those 
who like such literary and intellectual 
entertainment are, as a rule, already 
ardent adherents of the doctrine; but the 
argument is dangerous for several rea- 
sons. While the style is mediocre, it is 
confident and persuasive. More impor- 
tant, Lundberg’s view actually rests on 
very strong evidence and is very largely 
true; but this fact obscures equally im- 
portant limitations, the human mind 
having a “tropism” (or intellectual origi- 
nal sin) which inclines to oversimplifica- 
tion and easy solutions for the hardest 
problems.” For these reasons, it seems 


* A review article on the book, Can Science Save 
Us? by George A. Lundberg. New York: Longmans, 
Green & Co., 1947. Pp. 122. Paper, $1.00; cloth, 
$1.75. In quotations, italics are as in the original, 
except as otherwise noted. 


? For two other recent examples of the type, by a 
neurologist and a psychologist, both of high stand- 
ing (C. J. Herrick and J. Kantor), see the April, 
1946, issue of American Scientist. In philosophy, this 
position is known as “positivism” and is associated 
with the name of Auguste Comte. (On Comte and 
his antecedents see especially F. A. Hayek, “The 
Counter-Revolution of Science,” Economica, Febru- 
ary, May, and August, 1941; see also the same au- 
thor’s scholarly critique of the position, ibid., Au- 
gust, 1942; February, 1943; and February, 1944). 
The same general view is familiar in this country in 
the work of John Dewey and his “pragmatic” school 
of philosophy and ethics. Dewey is mentioned cas- 
ually in Lundberg’s book, Comte more approvingly. 


justifiable to examine the book at a 
length beyond the ordinary review. On 
the subject of methodology in the study 
of man and society, even an article must 
be only a sketch; but the philosophical 
naiveté of a work such as Lundberg’s, 
dealing with the most profound and 
serious problems, should be reasonably 
exposed. 

A critique of a polemic for scientism in 
the social field may begin by noting the 
fact, as important as it is obvious, that, 
if simplicity is what is wanted, a similar 
result can be reached as easily, and at 
least as logically, on the basis of opposite 
assumptions—i.e., by way of idealism in 
any of its forms.’ 


3 Lundberg refers at the outset (p. 2) to the work 
of Chancellor Robert M. Hutchins, of the University 
of Chicago, who expounds a moralistic simplism and 
is currently popular as an opponent of Dewey. A 
moralistic view naturally leads to the opposite prac- 
tical conclusion: Since the ills of life are due to per- 
sonal sin, the remedy is precisely that preaching 
against which Lundberg preaches. To be sure, such a 
program soon runs into one of punishment, adminis- 
tered by the “proper” authority. But, as we shall 
see, this is true of scientism also—with a difference 
only in the proper authority. Under either system, as 
in choosing between them, it is all a question (in the 
words of Humpty Dumpty to Alice) of who is to be 
master, specifically (as in the same classical context) 
of who is to decide the meaning of words; for such 
words as “freedom,” “democracy,” and “truth” can 
readily be defined to beg nearly any serious question 
in favor of any desired answer. 

An especially interesting assimilation of science 
and social discussion from an idealistic direction has 
recently appeared in Professor Michael Polanyi’s 
Riddell Lectures for 1946 (Science, Faith and Society 
[Oxford University Press, 1946]). His theme is the 
moral and social character of scientific activity and 
an implicit identification of the “reality” studied by 
science with that which, according to the author, 
underlies all seeking of answers to questions, in con- 
trast with the reduction of all behavior and mental 
life to empirical and mechanistic terms. There is also 
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It is no surprise that our author de- 
votes much of his effort to inveighing 
against the oversimplification of social 
problems—by other people. Thus his 
book is anything but an example of the 
unemotional scientific attitude which it 
urges upon others in language charged 
with enthusiasm, scorn, and other emo- 
tions. It contains little or nothing in 
the way of definite philosophic criticism 
or construction. No serious attempt is 


much truth—and terribly important truth—in this 
view, and the emphasis is badly needed as a counter- 
weight against the vogue of naive, positivistic sci- 
entism. Yet this position is at least as dangerous as 
the other if its limitations are not kept in mind. It 
tends strongly to run into a sell-out of science and 
hardheaded thinking to emotionalism, wish-think- 
ing, and mysticism. (In his attitude toward “occult” 
phenomena Polanyi himself stops little, if at all, 
short of this point: he makes no reference to any of 
the social sciences or to the claims of scientific meth- 
od as usually understood in dealing with social prob- 
lems; he ignores the fact that agreement is reached 
without formal coercion in natural science and cer- 
tain aspects of social science but not in the field of 
law and morals, which is the factual root of the whole 
social problem.) 

Of the two approaches, scientism is probably the 
more dangerous, especially in the English-speaking 
world, the first and last home of liberalism; for this 
is also the home of “‘Baconian”’ science and modern 
technology and in moral philosophy has typically 
embraced a naive utilitarianism. It is of some import 
that accidents and ineptitudes of international poli- 
tics have removed the “Fascist” form of totalitarian- 
ism, based on German idealistic philosophy and 
romanticism, and immeasurably strengthened the 
“materialistic” Marx-Stalin brand. But the main 
danger is that scientism contains so much more of 
the truth, particularly of “demonstrable” truth and 
the kind of truth that is mainly involved in intelli- 
gent guidance of action. The effective role of mind in 
human behavior is small, especially as regards ends 
(where the main problem arises); most of it is me- 
chanics, which is to say that it is to be described and 
accounted for scientifically. The truth of idealism is 
interstitial, limitational; and it is equally a disservice 
to the cause of “freedom” to deny it altogether and 
to pretend that its role is or could be large. But its 
reality is proved by mere mention of the behavior of 
the scientist himself or of the lecturer on method- 
ology! (Lundberg says [p. 67] that scientific method 
is a form of human behavior, but he is blind to the 
obvious implications [see concluding section of this 
article].) 
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made to define “science” by concrete 
distinction from other forms of discourse 
or human activity or to show the differ- 
ence between “good” and “bad”’ science 
in the treatment of social or other prob- 
lems. Only by laudatory references to the 
“older sciences” and the triumphs of 
modern technology, in contrast with the 
confusion prevailing in the social field, is 
it made clear that all discussion of the 
latter must follow the model of physics 
and chemistry and biology. 

It is assumed, rather than argued or 
explicitly stated, that the problems of 
personal life, social relations, and politi- 
cal and economic organization are of the 
same kind as the prediction and control 
of events in (nonhuman) nature and so 
will similarly yield gradually to the same 
mode of attack. All that is needful is that 
intellectual leaders hearken to the evan- 
gelical message, renounce “vested inter- 
ests,” “romantic star-gazing,” and tradi- 
tionalist or obscurantist prejudices and 
be converted to the scientific point of 
view.‘ This means, of course, that the 
problems of life and society are exclu- 
sively problems of means and ends. Both 
means and ends are taken as purely ob- 
jective, requiring merely to be ascer- 
tained by scientific investigation. Such 
discussion as the book contains—mixed 
up with preaching, denouncing, and ex- 
horting and the argument from analogy 
—centers in the nature of ends. Its “‘con- 
tribution” is, or should be, the negative 
one of making it clear to any careful 
reader—by its confusion, inconsistency, 
and ignoring or evasion of obviously cru- 
cial considerations—that the author’s 
position is untenable. In this connection 

4“... . The principal problems confronting edu- 
cation are these: . . . . [to] inculcate into our popula- 
tion (1) a rudimentary understanding of what is the 
nature of scientific method as applied to human af- 


fairs, and (2) a conviction that this is the only effec- 
tive approach” (p. 78). 
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his heroic efforts, especially in the last 
two chapters, to deal with the higher 
values are especially significant and valu- 
able. He attempts to reduce all human 
purposiveness to the pursuit of “ends” in 
the sense in which these are achieved by 
technical procedures, with “social or- 
ganization merely a means to the ends 
that men seek” (p. 105); thus the whole 
problem becomes one of the scientific dis- 
covery of facts and descriptive laws. All 
else is “art,’”’ an absolutely separate 
domain (cf. below, p. 542). 

The very clarity and sweeping charac- 
ter of the statement of Lundberg’s posi- 
tion ought to make it superfluous to an- 
swer it in detail; it will surely suggest 
cases in which there is obviously much 
more to the story. Associative life has 
many values (good and bad) which it is 
merely absurd to treat as “ends” in any 
literal meaning of the word. And so also 
does the individual life, in the sense in 
which any human life is individual. Are 
hunting and fishing “merely” means for 
obtaining quarry? What is the relation 
between end and means in a game of 
solitaire? Or in any game, a social con- 
versation, or even a discussion of poli- 
tics? Or especially in science itself? (We 
shall have something to say about 
“truth” as an end and its quest as a 
means. Has our author not heard the 
adage about pursuit and possession?) 
The least reflection on “play” should ex- 
pose the fantastic oversimplification of a 
pure means-and-end interpretation of 
conduct. (Yet the author explicitly lists 
fun and recreation as ends.)5 Whether 
cause-and-effect means more, even in 
physical science, is a philosophical prob- 
lem; while biology, even at the “lowest” 


5 For that matter, “work” also is not merely the 
use of means to achieve a given end, and still less is 
the latter merely an empirical uniformity of sequence 
in events. 
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level, has to use such concepts as util- 
ity, effectiveness, and competition. Every 
social problem arises out of a combi- 
nation of harmony and conflict of in- 
terests, terms which have no meaning in 
physical nature. And the more common 
and obvious problems arise in situations 
in which both ends and means are well 
known to all parties concerned; indeed, 
they arise out of agreement—out of dif- 
ferent persons wanting the same thing, 
whether end or means, of which there is 
not enough to go around. “Wanting” 
also has no meaning in relation to physi- 
cal things, and one could make an in- 
definite list of other such terms, begin- 
ning with “discussion,” or “question and 
answer,” or “meaning,” hence “‘com- 
munication”’ (which the scientificist re- 
duces to symbolic behavior). 

Apart from the practical damage that 
may be done by the scientistic propa- 
ganda, two theoretical problems justify 
an extended examination of the argu- 
ment. The first is posed by the fact that 
men of superior intellectual powers and 
equipment write such books, which is 
surely a social phenomenon of impor- 
tance and a challenge to investigation. 
The second is the more vital and still 
more challenging question of the actual 
relation between “science” (in some- 
thing like the strict meaning of the physi- 
cal sciences) and other types of intel- 
lectual inquiry and still other activities 
of mind that are involved in any compre- 
hensive, realistic, or fruitful attack on 
the problems of conduct, human rela- 
tions, and social action. The main pur- 
pose of this review is less to criticize a 
particular book than it is to call atten- 
tion to this latter problem in.a way that 
will make it less likely to be ignored. 
Naturally, there can be no question of 
solving it, or even of contributing sub- 
stantially to that result. In the compass 
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of a review, discussion of the main issues 
must be confined to critical observations 
interspersed in a summary of the author’s 
treatment. 


II 


Since false conceptions regarding ends, 
motives, values, ideals, and will are 
viewed as the main obstacle to men’s ac- 
ceptance of the scientific attitude toward 
social problems, the bulk of our author’s 
space is devoted to refuting such errors. 
His own conception of these “phenome- 
na” is by no means unambiguous (he 
completely ignores the phenomenon of 
error), but in the main it is that already 
indicated. At the outset, after a few para- 
graphs on the contrast between the 
achievements of science in other fields 
and the unhappy state of social prob- 
lems, we confront the main question: 
“Why does not [man] turn in this pre- 
dicament to the methods which have 
proved themselves so potent in other 
fields?”’ In answer, “The principal] reason 
is simple tradition” (pp. 3-4). But a 
“second reason” is that “most people 
feel they already know the answers to 
problems of human relations” or (after 
some ridicule of popular moralistic and 
platitudinous answers) “‘what we need is 
not primarily more knowledge but the 
‘will’ to apply what we already know” 
(p. 6). As to the latter, the author at once 
remonstrates, “but this will is itself a 
product of certain conditions,” and goes 
on, “why don’t we apply what we 
know?” In answering—after much sar- 
casm, assertion, and preaching—he con- 
trasts our lack of education, our paucity 
of positive knowledge, and the strength 
of vested and other selfish interests with 
the harmony of science and idealism. He 
then turns (in chap. ii, “Can Science 
Solve Social Problems?”’) to some con- 
sideration of supposed differences be- 


tween natural and social science. The 
impossibility of controlled experiment is 
curtly answered by a reference to astron- 
omy. But the chief alleged “obstacle to a 
full-fledged natural science of human so- 
cial phenomena is... . the presence in 
the latter of a unique and mysterious 
something called motives’’ (p. 18). These 
may corrupt the investigator, but “the 
danger of biased observation and inter- 
pretation is a danger....in all sci- 
ence,” and in both fields “proper scien- 
tific training reaches the ethics of science 
as well as technical skill and the use of 
corrective instruments to reduce [errors] 
to a minimum”’ (pp. 16, 20; and cf. Sec. 
III, pp. 20-26). 

With respect to the subject matter of 
social science, the issue is apparently dis- 
posed of summarily by defining motive 
as cause: “The word is used to designate 
those circumstances to which we find it 
‘reasonable’ to attribute an occurrence.” 
While an economic determinist, a Freudi- 
an, and an astrologer have other views, 
“to a scientist, the motives of a stone 
rolling downhill or of a boy murdering 


_his father are simply the full set of cir- 


cumstances resulting in either event 
[and] these conditions are equally sub- 
ject to scientific investigation in both 
cases” (p. 19). But the question will not 
down, and its two phases are discussed 
through the next two sections—in the 
latter (Sec. IV) in relation to the notion, 
or term, “value.” “Since valuations or 
values are empirically observable pat- 
terns of behavior, they may be studied as 
such, by the same general techniques we 
use to study other behavior” (p. 26). 
And the argument still goes on through- 
out most of the book—especially in chap- 
ter v, on “The Arts, Literature, and the 
Spiritual Life in a Scientific World.”’ Here 
we find equivalent statements on ends, 
will, tastes, ideals, etc., and even on the 
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behavior of God (pp. 93, 98). The expres- 
sion “good taste” must be entirely with- 
out meaning. 

The function of science, specifically in 
relation to ends, is stated over and over: 


.... What science has done in the fields in 
which it has been applied and can do regarding 
human society is precisely this: It can acquaint 
people reliably with (1) the possible alternate 
courses of action, and (2) the costs and conse- 
quences of each course. Whatever people do un- 
der these circumstances will constitute their 
“valuing’”—their Values. Values represent, 
therefore, no special or unique problem in thé 
social sciences, as is often asserted. All behavior, 
human and sub-human, may be regarded as 
evaluative, and it is as regular and predictable 
as the behavior of the inanimate world [pp. 99- 
100; see also p. 29]. 


Again, “. . . . no science tells us what to 
do with the knowledge that constitutes 
that science” (p. 31); “any scientist who 
pretends [to the contrary] is a fraud and 
a menace”’ (p. 30); and “scientists who 
contend that they scientifically deter- 
mine not only the means but the ends of 
social policy should be exposed as scien- 
tific fakers as well as would-be dictators” 
(p. 32). Moreover, “scientific method as 
applied to human affairs . . . . is the only 
effective approach” (p. 78 and similarly 
on pp. 81 and 97). It is true that “the 
application of scientific knowledge ob- 
viously involves value judgments of some 
sort [but] this problem is equally present 
in the other sciences” (p. 30). 

However, as is not surprising, this po- 
sition is not always consistently main- 
tained. On page 29, after raising the 
question of a “special function or obliga- 
tion [sic]’’ of scientists in determining the 
ends for which knowledge is to be used, 
the author states (in substantially the 
language already quoted) their business 
as scientists and adds: “Scientists may 
then in their capacity as citizens join with 
others in advocating one alternative 


rather than another, as they prefer.’ 
Yet we are told explicitly that “science 
can be valuable in helping men to decide 
the question of the uses of knowledge” 
(p. 34). The nearest we come to an ex- 
planation of his meaning is perhaps the 
statement (p. 29) that “the development 
of the social sciences . . . . will doubtless 
greatly influence the wants, wishes and 
choices of men,” i.e., “to the extent that 
[the] reputation and prestige [of scien- 
tists] is great, and... . their tastes are 
shared by the masses of men’’; and fur- 
ther, “men will not want impossible or 
mutually exclusive things.” This last 
would be important if it were true! It is 
assumed that the scientists themselves 
will agree in their tastes as to ends, and 
mutually exclusive things must cover 
the conflicting wants of different persons 
—and to their conflicting ideals, since all 
serious social problems involve matters 
of principle as well as individual wants. 
We can only submit that, if such unity is 
ever achieved by intellectual processes, 
it will not come through the development 
of “social science” but from a very dif- 
ferent kind of knowledge. Its subject 
matter and content are not to be learned 
by merely “asking the masses of men 
what they want” (p. 97) and treating the 
answers as reliable scientific data. The 
result must be achieved along the line of 
the social philosophy of the idealists 
(Bosanquet, Mackenzie, et al.) and their 
quasi-religious faith in the ultimate har- 


* The distinction had just previously been made 
and the question raised of a person’s being able to 
“play [the] distinct roles of scientist and citizen 
without confusing the two. The answer is that it is 
being done every day.” Illustrations are afforded by 
the vocation of acting and from science and tech- 
nology. 

We must later have something to say about the 
behavior of “advocating,” mentioned in the quota- 
tion in the text. The phrase, “costs and conse- 
quences,” which is repeatedly used, would doubtless 
be interpreted as unwanted and wanted conse- 
quences. 











542 FRANK H. KNIGHT 


mony of all “real ends.”’ Lundberg ex- 
pressly admits that “science is not all of 
life or of knowledge” (p. 14) and that it 
“fs only one of the numerous influences 
that determine an individual’s wants and 
his consequent behavior” (p. 32). Fur- 
thermore, “much of what is now called 
social science will be properly relegated 
to other equally honorable departments, 
such as journalism, drama, or general 
literature” (p. 50). His assumption is 
that these “behavior phenomena” are 
neither science nor the subject matter of 
any science and that the findings of their 
inquiries, as knowledge, belong in an- 
other realm (that of art [p. 70]) which 
has no bearing at all on the problems 
dealt with by social science. 

Since it is “these other, equally honor- 
able departments” (including philoso- 
phy) that deal with final ends and pur- 
poses, much indeed depends on this as- 
sumption. It can be valid under any of 
several conditions. The specialists in 
these fields may agree, by a procedure 
other than science, and be followed by 
the masses. Or it may not matter whether 
agreement on values exists or not. Or, 
combining these two conditions, agree- 
ment may be reached (by some non- 
scientific procedure) to the extent that it 
practically matters, beginning with agree- 
ment on the extent to which agreement 
matters, for the limit of toleration of dif- 
ferences is a vital part of the social prob- 

1 The procedure of M. Polanyi (mentioned in n. 3) 
reaches much the same conclusion as Lundberg— 
that social discussion should follow the method of 
science—but argues in the opposite direction. Mini- 
mizing and then disregarding the role of sense ob- 
servation, manipulation, and inductive reasoning, 
Polanyi makes natural science itself a process like 
that of discovering a transcendental reality. This 
has a certain theoretical, as well as “sentimental,” 
appeal, but one must note that it ignores the basic 
facts. Scientists agree and the masses accept their 
authority without any coercion, while the opposite 
is true in the fields of jurisprudence, morals, and 
philosophy. 


lem.* This third view seems to be that 
taken by historical, nineteenth-century 
liberalism, with stress on minimizing the 
need for agreement on ends. Lundberg, 
as we shall see, adopts a more scientistic 
position, holding that men must agree 
through science as to means and are al- 
ready and always in agreement on values 
and that this solves that aspect of the 
problem. Both of the last two notions are 
clearly false; differences are pronounced 
and serious, but the major problems arise 
more out of agreement than out of dis- 
agreement on ends, giving rise to conflict 
over the distribution of means. But by 
attributing all our difficulties to disagree- 
ment over means, Lundberg “logically” 
justifies his dictum that “the knowledge 
of how to improve human relations can 
come only from social science”’ (p. 81)— 
except for the passages we have quoted 
in which he seems to say that “knowl- 
edge” outside of science also affects 
behavior. 

One more vital proviso should not be 
overlooked. It is clearly implied and 
taken for granted that the process of 
achieving unity is to be nonviolent and 
entirely noncoercive. No effort is made 
to define coercion or freedom, though the 
latter word is frequently used. Instead, 
we are regaled with sarcasm about belief 
in free will. Perhaps the freedom of the 
natural sciences should be taken as defi- 
nition by illustration; and perhaps this 
freedom itself may be vindicated on 
purely utilitarian-pragmatic grounds of 
utility to every individual, without a 
value-judgment. One misses any ex- 
plicit attention to the question. And 


®It might be suggested, though it is not (and it 
would surely be farfetched), that the necessary 
agreement on values, which are outside of science, 
would be produced by the teaching of scientific 
ethics, a part of “proper scientific training.” We 
should also recognize the possibility that the prob- 
lem has no solution. 
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one cannot help noting that much of 
the time Lundberg himself is using value- 
judgments, expressed in strong lan- 
guage. He is “advocating,” seeking 
to “convert,” as he virtually admits 
(pp. 29, 99); he is certainly not merely 
predicting scientifically (historically) 
what will happen or demonstrating 
hypothetically what “would” happen 
under specified conditions (“science” 
in the usual, nonhistorical meaning). 
Nor can one read his book and believe 
that he regards his “behavior” in writ- 
ing and publishing it as a piece of in- 
strumental manipulation of the public 
by himself with a view to his individual 
purposes and advantages, or simply as 
a detail in the sequence of natural 
events. He seems to regard (scientific) 
truth as a value only in the instrumental 
sense that everyone thinks it useful 
to everyone to have it ascertained and 
published; but this attitude is not that 
which is most common among scientists. 

In summary, Lundberg’s scientism re- 
duces logically to the following proposi- 
tions: (1) ends, motives, etc., are data 
merely; they present no problem for so- 
cial science, hence no problem at all; (2) 
scientific knowledge alone is required for 
the prediction and control of social 
events; and (3) the prediction and con- 
trol of social events is all that is required 
for the solution of practical social prob- 
lems (at least to the extent that this is 
possible). And we should add that, when 
all this is made generally known by a 
proper scientific education, men will be 
content with what is possible so that, in 
that crucial sense, the social problem will 
be solved by the application of scientific 
method. 


Ill 


However, the author is far from being 
consistent and unambiguous in stating 


these three points, and something more 
must be said about the first in particu- 
lar—the relation between science and 
ends or motives. Adequate knowledge 
and agreement on ends is by no means al- 
ways asserted or implied; there is nearly 
as much indication that they must be 
ascertained by science which, if it does 
not tell men what to want, has at least to 
tell somebody—“the state” or “‘adminis- 
trators”—what the community does and 
will want (but apparently not to tell the 
men themselves!). At different points in 
the exposition motives are either identi- 
cal with behavior or activity (p. 26) or 
an inseparable part of it (p. 25) or its 
cause (p. 19). In any case they are to be 
learned by “observing” behavior, in- 
cluding “verbal behavior” (p. 27) or 
“symbolic behavior,”’ which includes all 
the phenomena of communication (pp. 
68 f.), and all “thoughts, dreams, im- 
agination, aspirations, worship, etc.” — 
what “has been referred to throughout 
history by such words as mind, soul, and 
spirit . . . . variously explained through- 
out the ages.” By “purposes” and “‘ends”’ 
we mean “the word pictures that man 
conjures up from his desires and long- 
ings” (p. 96). All doubt about the possi- 
bility of scientific determination will be 
removed by considering the activities of 
a jury (p. 20), and their “scientific” de- 
scription runs in terms of such adjectives 
as “fraudulent, felonious, malicious, etc.”’ 
Moreover, “scores of instruments are in 
use today ....that detect, reduce or 
measure the bias of our senses and the 
prejudice of different observers” (p. 21) 
and also measure and predict “degrees of 
happiness in marriage, and other equally 
‘human’ eventualities’”—opinion, status, 
social participation, etc. (p. 22). Predic- 
tion of election returns by opinion polls 
is mentioned several times, without the 
author’s saying how far in advance or 
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how accurately® or his raising any ques- 
tion about the meaning of measurement 
or of quantity itself in relation to differ- 
ent sorts of magnitudes. Without at all 
implying that these procedures have no 
scientific or practical value, one must 
challenge the notion that they are to be 
seriously classed with the observations 
and measurements of physical science. 
And the possibility that the social sub- 
ject matter itself might be moved to do 
some reciprocal questioning, observing, 
and inferring, and the probability that 
this might affect the quality of the re- 
ports treated as data, are assumed to be 
without significance. Besides, there is a 
strictly objective test: “. . . . a thing has 
value or is a value when people behave to- 
ward it so as to retain or increase their 
possession of it” (p. 26); if so, why the 
bother about questioning and reporting? 
The statement must be assumed to cover 
all that is true or needful with respect to 
such values, for example, as natural 
beauty and friends. 

However, the author’s main conten- 
tion regarding ends—his method of dis- 
posing of them as a problem—s that al- 
ready indicated; they are uniform for all 
humanity and all history and are already 
well and generally known. Hence they do 
not present any kind of problem, scien- 
tific or other. “It is disagreement over 
the means... . that results in conflict 
and chaos” (p. 32, and similarly on pp. 
99, 100). But the careful reader will note 
that the agreement is asserted only re- 
specting the “broad general wants,”’ the 
“principal ends,” the “large and broad 
goals of life,” and the substantial mean- 
ing must be found in the examples given. 

*The supposed knockout comparison with the 
weather, also used a few times, does not seem too 
happy; our concern is with the differences between 
nature and human society as scientific subject mat- 


ter, but limitations of'science in the former field are 
in point. 


These are “physical and social security 
and some fun’; “physical survival, se- 
curity, and a livelihood for the individual 
and for the group... . group associa- 
tion, activity, and recreational growth, 
including artistic, religious and spiritual 
experiences” (p. 98, these last already 
defined as “word pictures, conjured up”); 
and “communion with his fellow crea- 
tures and with his universe, including his 
own imaginative creations” (p. 99; quo- 
tations condensed and slightly rear- 
ranged). 

The “ends” named are, indeed, “‘broad 
and general,” and agreement can be as- 
serted precisely because they are mere 
abstractions. Logically, the matter might 
have been simplified still further by 
sticking to the one word “advantage,” 
which is actually used to define morals or 
good conduct (pp. 32, 101). There is 
really, then, but one kind of good con- 
duct, the use of means to achieve advan- 
tage, the nature of which is either known 
to all or can be scientifically ascertained, 
as can the means (behavior) which will 
lead to this result; and men cannot do 
otherwise than to follow these courses of 
action. Moreover, the means-end relation 
in conduct is identical] with (is nothing 
but) the cause-effect sequence in inani- 
mate nature. “The ends men should pur- 
sue are....matters of opinion and 
taste, but opinions and tastes, as such, 
are also matters of fact”’ (p. 98), or, more 
cautiously, “most questions even of taste 
and ethics in the end turn out to be de- 
termined by what people believe to be 
facts” (p. 99, mostly italics). Finally, as 
quite logically follows, “taste and .... 
choice . . . . is the result of all the experi- 
ence of our species . . . . plus all the con- 
ditionings of our present surroundings,” 
and “to say that ....man should pur- 
sue other ends, simply amounts to saying 
that man should be a different being than 
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he is, that he should have had a different 
evolutionary history ....” (pp. 98, 99). 

One feels embarrassment in posing the 
obvious question as to whether men 
think that they themselves and others 
both could and should be more or less 
different from what they are, without 
having had a different past or even hav- 
ing different surroundings. If they do not 
so think, there is no sense in arguing to 
the contrary; and if they do, they must 
be in “error,” which is usually taken 
(rightly or wrongly!) to mean something 
“wrong” and not simply an objective 
empirical fact, like color or movement or 
other factually descriptive predicate. 
The author’s whole argument clearly has 
to apply to the scientist’s pursuit of 
truth. First, the end has to be defined as 
purely “advantage” and error as dis- 
advantage—and then what becomes of 
the ethics and idealism of science on 
which he lays so much stress? And, fur- 
ther, advantage and disadvantage and 
their “pursuit” have to be defined as 
merely descriptive properties of a me- 
chanical sequence of events. The alterna- 
tive is to exclude scientific activity both 
from human conduct and from natural 
process (for scientism the same thing) 
and treat it as an absolutely unique spe- 
cies of subject matter. It is wise of the 
author, as a debater and propagandist 
(it is even more embarrassing to refer 
to his numerous pleas for enormously 
greater financial support for his “line” of 
social science), to avoid the question of 
whether or not science itself, natural or 
social, is a social phenomenon and a part 
of the subject matter of social science."* 


* He comes so close as to say: “The fact that the 
social scientist has always been a part of the social 
structure is no more a handicap to objective study 
than is the fact that he is also a part of the physical 
universe which he studies” (p. 19). 

We have seen that he explicitly includes all artis- 
tic activity and experience and the “spiritual life” 





To say that men act with a view to 
“advantage” is either merely to say that 
they have objectives—which, inciden- 
tally, inanimate things do not, and cer- 
tainly they do not “pursue” ends, im- 
plying success and failure—or it is again 
to raise the question of truth and error, 
the meaning of “real’’ advantage. It is 
no answer to, or contribution to the dis- 
cussion of, any intelligible question about 
conduct. Actually, there are no “ends” 
of action;" all concrete achievements are 
looked forward to as milestones, and be- 
come means as soon or as fast as they are 
completed. The question is one of the 
qualities or ingredients of “the good life’’; 
the only one that can be defined in “ob- 


as “symbolic behavior,” word pictures, conjured up. 
And he says that “science, as a method, is a form of 
human behavior” (pp. 66-67); but this is incidental 
to the question of the educational department in 
which it should be taught, and there is no recogni- 
tion that science may be anything but a course of 
events subject to prediction and control. We have 
also pointed out that, in dividing the field of educa- 
tion between science and art, he implies that the lat- 
ter has no relation to science, as its subject matter or 
otherwise. If these “other equally honorable depart- 
ments” yield anything to be called knowledge, more 
or less “right” answers to real questions, the para- 
graph in the text above applies to them also. 

Again, on p. 71, we find it stated that science and 
art are “inextricably interlaced at all stages” and 
“indistinguishable ....in their higher stages and 
deeper meanings.” But the following sentences mere- 
ly assert a distinction sufficiently objective to be use- 
ful in the lower registers, with no indication as to 
which merges into the other or the nature of any 
higher category including both. Whatever the unify- 
ing category, it must surely be a value (or simply 
“value”), and again our text applies. (In such cases 
as this, inconsistency is doubtless more of a virtue 
than a fault.) 


™ Perhaps we should say “no ends within life,” 
thus excepting “salvation” for another life. In so far 
as men actually treat that as an objective, they do 
not look beyond it. Nor do they attempt to char- 
acterize the future life; it is “bliss,” without prob- 
lems of any kind, of action or thinking or judgment 
or will, and without concrete form or content. Lund- 
berg observes (p. 10) that the social structure of 
heaven is a dictatorship; but it is also complete an- 
archy—everyone does exactly as he pleases! 
















546 FRANK H. KNIGHT 


jective” terms is maximum time-span, 
and this is not usually considered an un- 
conditional good. Even health is no ex- 
ception. It is a familiar fact and a pri- 
mary principle of sociology that men 
agree more or less, depending on com- 
munity or similarity of culture, on words 
designating certain abstract goods such 
as pleasure or happiness or truth, beauty, 
and goodness. (Lundberg’s lists of ends 
are quite uncritical.) But they agree 
hardly at all and change their individual 
minds most unpredictably on the condi- 
tions occasioning their value experiences, 
which alone can either properly be called 
“ends” or be handled as scientific data. 
Even food—which, like other objects of 
desire, is either means or end by arbi- 
trary choice—is an abstract term; and 
the particular things so classed—or that 
will so function—vary enormously with 
cultures and their changes and with indi- 
viduals and their moods. Needless to say, 
this is more and more the case as we 
ascend into the “higher’’ values, the in- 
strumental utility of which is often un- 
discoverable or negative—and they al- 
ways greatly influence and ultimately 
dominate the form of satisfaction of the 
so-called “subsistence needs.” Lund- 
berg’s attribution of the character of 
“science” (in the meaning of physics) to 
such descriptions, classification, and 
measurement as are possible and such 
“laws”’ as are to be found in this field can 
only be labeled as a “semantic error” — 
the phrase he uses to explain the “‘con- 
fused thinking .... offered by current 
discussions of ‘values’ and their supposed 
incompatibility with science” (p. 26). 
But it must constantly be emphasized 
that we are not denying the possibility of 
“science”; it is only its completeness, 
adequacy, and exclusiveness as a method 
of solving social problems that are in 
question. All rational freedom and the 


higher life are as much dependent on 
conduct itself being mostly mechanical as 
they are on a margin of independent in- 
ternal determination which makes com- 
plete prediction not only impossible (as 
it is everywhere, even in the best physi- 
cal laboratory) but also a contradiction 
in thought. 


IV 


However, all this has to do with indi- 
vidual conduct and is preliminary to a 
treatment of genuinely social issues. We 
must now consider somewhat further 
Lundberg’s begging of the whole ques- 
tion by assuming agreement and com- 
pletely ignoring conflict of interest of the 
sort that underlies every social problem. 
He settles everything by the wisdom of 
Cheshire-Puss, who, in response to 
Alice’s question as to which way she 
ought to go from here, replied: “That de- 
pends a good deal on where you want to 
get to”: 

Can science tell man what direction he should 
go? Yes, if man will tell scientists where he 
wants to go. Should man then do what he col- 
lectively wants to do? Assuredly, unless you wish 
to set up a higher source of wisdom and author- 
ity than man’s collective experience through the 
ages, interpreted and supplemented by the re- 
liable predictions of scientists as to the costs and 
consequences of different possible courses of 
action. To declare .. . . that man ought to want 
something else than he does want is merely a 
semantic trick by which the speakers seek to 
invoke “ethical principles” derived from some 
source outside of nature in support of what he 
himself wants man to want [p. ror]. 


and so on, about universities telling man 
what to want, the credentials of those 
who set themselves up as the authority, 
man as a “child of nature,” etc. 

It should not be necessary to point out 
the evasions and absurdities (or the im- 
putation of evil motives) in this; but it 
evidently is necessary—if it will do any 
good! Apart from the “‘if’”’ clause, which 
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should suggest philosophical but obvious 
questions, we note that “man” is used 
collectively to beg the question of agree- 
ment and (logically still more important) 
that “man” is sharply set over against 
both the “scientists” and all others who 
“presume” to set themselves up as a 
higher authority, which they claim to 
derive from a source outside nature and 
experience. ““Man”’ is a part of nature, 
but scientists, in particular, are not a 
part of “man.” “Nature” means just 
what Lundberg wants to include, to sup- 
port his own propaganda for science, i.e., 
for scientists. “Trick” (i.e., deception) is 
a characteristic of this part of nature, as 
is “wanting” some other part to “want” 
(and to believe) one thing rather than 
another, and also “advocating”’ “prefer- 
ence” (p. 29) and “trying” to “convert 
one another,”’ while “insisting” on “‘con- 
formity” to “mores” that are “ac- 
cepted” and “enforced” (p. 99). Yet 
scientific description of their behavior 
(by a part of the part in question) is all 
that is to be intelligently said about man, 
the class of objects that does and suffers 
all these things. The statement that indi- 
viduals or minorities, or even majorities, 
may indeed disagree with the goals which 
their culture as a whole pursues but that 
such questions of taste and temperament 
may be left to them, as nearly as is com- 
patible with community standards (p. 
99), is supposed to raise no question as to 
who is doing what, to whom, or why. 
And possible “compromise or defeat of 
the more ultimate or desirable goals... . 
is a question of fact’’ (ibid.).” 

® All this nonsense is inherently a part of the 
pragmatic moral and social philosophy; Lundberg 
may be a little less cautious in his statement 
than Dewey is, but quotations essentially the same 
in meaning permeate the latter’s book, Liberalism and 
Social Action, and other works. “Pragmatism” is the 
name current in America and “utilitarianism” in 
England, while elsewhere in Europe “positivism” or 
“logical positivism” is more familiar. Adherents gen- 


Finally, any careful reader should note 
that in all Lundberg’s lists of wants. 
(“what men actually want”), they are 
assumed to be purely individual. He 
astutely avoids all mention of such things 
as power, prestige, relative status, and 
winning versus losing in any form of con- 
test or competition where “advantage” 
is necessarily disadvantage to someone 
else. And he is likewise oblivious of the 
conflicts that grow out of agreemeni— 
wanting the same things which are lim- 
ited in supply or things that are products 
of the same indirect and limited means— 
and of similar conflicts over who is to 
bear the “costs” to which he constantly 
refers, in relation to whose wants are to 
be gratified, though such problems are 
nowhere more conspicuous than in 
“science”’ itself and “education.” 

We should not give the impression 
that our author, in advocating “science”’ 
as the “only effective approach”’ to social 


erally describe the position as “empirical” and 
“naturalistic.” But does “nature” describe, explain, 
theorize, and dispute? Yet this is the philosophy on 
the basis of which modern liberalism was ostensibly 
developed. 


3 Economics is the social science most concerned 
with wants and costs and is of especial interest to 
most who will read this review. As far as noted in 
careful and repeated reading of Lundberg’s book, 
economics (apart from financial support of social 
science) is referred to just once. The passage is in- 
teresting: “A competent economist or political sci- 
entist should be able to devise, for example, a tax 
program for a given country which will fall in what- 
ever desired degrees upon each of the income groups 
of the area concerned. Social scientists should be 
able to state also what will be the effect of the appli- 
cation of this program upon income, investments, 
consumption, production, and the outcome of the 
next election” (p. 31). This clearly disposes of the 
whole problem of taxation—“for example”! But, 
while we are quoting, the problem of education (an- 
other example, generously offered) is similarly fin- 
ished off in the same paragraph: “In the same way, 
competent sociologists, educators, or psychologists 
should be able to advise a parent as to the most con- 
venient way of converting a son into an Al Capone 
or into an approved citizen, according to which is 
desired.” 
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problems—the “only source of knowl- 
edge of how to improve human rela- 
tions’ —avoids all reference to the cru- 
cial problem of the relation between con- 
troller and controlled (quis custodet cus- 
todes?). His main concern is to show that 
the scientists themselves will be harm- 
less, having no power over the use to be 
made of the knowledge which they pro- 
vide. We have seen above (p. 540) how 
emphatically the negative point is made 
and also (p. 540) that “scientific ethics” 
(a result of “proper scientific training’) 
will prevent scientists from having any 
“bias,” any interest that may conflict 
with finding and stating the objective 
truth. But this is not the whole story, 
and the reference to “training” suggests 
a glance at what the author says about 
education, which may be viewed as the 
heart of the problem of authority and 
control; for no fact is more familiar his- 
torically, and particularly in the light of 
current history, than the vast power of a 
despotism to “condition” the bulk of a 
population (the few heretical exceptions 
are easily “liquidated” with the en- 
thusiastic approval of the masses) to be- 
lieve and to want virtually anything or, 
in general, to make them devotedly loyal 
to itself, believing what it promulgates as 
truth, and unquestioningly obedient to its 
command."* And, accordingly, control 
over education is the first and the key 
objective of every despotism, political or 
ecclesiastical (they are all combinations 
of both forms). It is quite true, as our 
author says (p. 100), that “the dictator 
does not fly in the face of the most gen- 
erally accepted underlying mores of his 
people”; but this fact sets no limitation 
on the power of one who knows under 


4 How far this is done by the use of “scientific 
method,” taught by scientists, is another question; if 
space allowed, some consideration of this would be 
highly relevant to the general issue. 


what conditions wants, will, ideals, etc., 
arise and how to control these conditions. 

On education, our account can be 
quite brief. Practically all that we are 
told about it is contained in the passage 
already quoted (above, p. 547, n. 13) 
about the ability of science to advise 
parents how to make a son “into an Al 
Capone or into an approved citizen, ac- 
cording to what is desired.”’ The long 
chapter on “Education in a Scientific 
Age” (chap. iv) consists almost entirely 
of assertion as to what education, organ- 
ized around modern science as its uni- 
fying discipline, “could’”’ do and preach- 
ing as to what it “should”’ be like." 

In other chapters our author comes 
closer to explicit grappling with the 
power problem, and certain features of 
his conception of the proper political 
order are discernible. We quote most of a 
paragraph which admits the necessity of 
government” and indicates his attitude 
toward it: 


Even when the alternate possible courses [of 
action] have been laid before a community and 
the costs and consequences of each have been 
pointed out, there will still be differences of 
opinion because of different tastes and tem- 
peraments as to which course we should pursue. 


*s The first section of this chapter is typical sar- 
casm contrasting science with the “good time moral- 
izing” that is enjoyed by Americans in particular: 
“men and nations shouldn’t behave in certain ways, 
therefore .... they won’t....if we exhort them 
enough.” The second section raises the question, 
“What, then, skould be the content?....” (our 
italics); and the rest of the chapter is taken up with 
general and hortatory statements of opinion about 
present-day “defects” and how to remedy them, an- 
swers to “objections,” etc. 


6 The necessity is inconsistent with, and implicit- 
ly qualifies, the view that agreement on ends already 
exists, that agreement on means will be established 
by science, and that the result leaves no social prob- 
lem unsolved. Any conception of means and ends in 
conduct is inconsistent with the more strictly scien- 
tistic view of ends simply as behavior to be scientifi- 
cally described, making end and means meaningless 
terms. 
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This must be decided, as it has always been de- 
cided, by whatever method of consensus hap- 
pens to be accepted and accredited, or at least 
happens to be operative, in the group. These 
methods vary all the way from purest democ- 
racy, through the various types of aristocracy 
and authority, to so-called absolute dictator- 


er 
For myself, I happen to prefer the democratic 
method [and] I accordingly rejoice . . . . in the 


development of instruments for opinion and 
attitude measurement which, if properly ap- 
plied, could perhaps restore the vitality of the 
relatively pure democracy which has fallen into 
considerable disrepute because of the obsolete 
technology through which it seeks to function. 
If future generations develop still other mecha- 
nisms of achieving community, I certainly will 
not insist that they blindly adhere to the tech- 
niques to which I am habituated. 
Government, then, is not a social prob- 
lem; in this field whatever happens is 
“right” or inevitable, which is the same 
thing for all practical purposes. 

In his concluding chapter (chiefly a 
tirade against the United Nations setup) 
our author is slightly more specific. 
“What is to be gained by organization 
unless administrators know what to do, 
including how to secure... . support 
for action which can be shown to be 
adapted to the ends sought?” (p. 112.) 
“Administrators,”’ then, are a third class, 
placed in opposition both to “scientists” 
and to “man” or “the community”; but 
their position is left as unclear as the 
question is interesting. They are the ones 
who are to know what to do and to have 
the knowledge, and whatever else it 
takes, to secure support for their meas- 
ures. We are apparently supposed to be- 
lieve that “scientific ethics” will be a 
part of their “proper training’’ also and 
that they will see and follow an ab- 
solute distinction between means and 
ends and will only find the ends—either 
by “askfing] the masses of men what 
they want” (p. 97) or by asking the scien- 
tists—while enforcing use of the means 


which the scientists make known to 
them. Such enforcement is their sole 
function. Between administrators and 
scientists there is to be a neat and perfect 
division of labor, into which “man’”’ the 
citizen also fits, in the role of docilely 
doing what he is told, i.e., what “science” 
tells administrators is good for him. 
Neither the scientists nor the adminis- 
trators will take any active interest in 
the doings of the other group—what is 
done with knowledge or what knowledge 
is sought and provided. There will be per- 
fect accord within each class and between 
classes, on a thousand points where com- 
mon sense sees obvious clashes of inter- 
est. It must be established by the mores 
or by some inscrutable power, directly or 
perhaps through “proper training,” in- 
culcating “‘scientific ethics.’’*’ 

Freedom and power are most fully 
dealt with in chapter iii, “The Transition 
to Science in Human Relations,” begin- 
ning with Section III, on the costs to be 
incurred. Naturally, the first cost is giv- 
ing up moralizing and sentimentalizing 
about society and its problems. It 
“would probably deprive us in large 
measure of the luxury of indignation ... . 
as regards social events.”” An example is 
our recent “great emotional vapor-bath 
directed at certain European movements 
and leaders. Such indignation ministers 
to deep-seated, jungle-fed sentiments of 
justice, virtue,” etc., and is later (scien- 
tifically?) described as “frothing at the 
mouth.” The second cost is abandoning 
or redefining “concepts like freedom, 
democracy, liberty, independence, ag- 
gression, discrimination, free speech, 
self-determination,” and others, which 

*7Qne might suggest “God,” but Lundberg as- 
sures us that “‘God is clearly a being with remarkably 
and demonstrably regular habits” and that he 
(Lundberg) can predict His will and choices, like 


those of men, “by exactly the same techniques I use 
to predict other natural phenomena” (p. 93). 
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“have never been realistically analyzed 
by most people.” And the third is aban- 
donment of “cherished ideologies, re- 
sembling .... their theological prede- 
cessors” (pp. 43-45). A sneering deroga- 
tion of democracy, with indirect praise of 
contrasting forms, is repeatedly ex- 
pressed. Again, Lundberg personally 
happens to like it, “with all its absurdi- 
ties,” but the scientific significance of his 
attachment may be, in fact, to show his 
“unfitness to live in a changing world” 
(p. 46). At a later point (p. 52) it is in- 
deed recognized, in an indirect way, that 
liberty is a value on its own account, a 
“desired result,” and apparently worth 
some costs; but “result”? and “costs”’ 
must be objectively defined ‘and the con- 
nection demonstrated. And the analysis 
of such concepts as freedom and democ- 
racy, already referred to, is “sure to 
seem like an attack upon these cherished 
symbols and the romantic state of affairs 
for which they stand”’ (p. 44). 

The one concrete case considered is 
the freedom of science, and the tenor is to 
pooh-pooh the idea of a positive connec- 
tion between this and political freedom: 


The favorite cliché .... that “science can 
flourish only in freedom”. ...is a beautiful 
phrase, but unfortunately .... the historical 


fact is that science has gone forward under a 
great variety of forms of government, and con- 
versely ....has been suppressed and frus- 
trated by each of the same types, including 
democracy. The first truly popular democratic 
government in Europe, namely, the French 
Revolution [sic], declared itself to have ‘“‘no use 
for scientists” and proceeded to behead La- 
voisier, the father of modern chemistry. 


And some American states have passed 
laws against teaching evolution. The au- 
thor himself would, he assures us, con- 
demn attacks on science and “freedom,” 
wherever they occur. Is it “scientific” to 
condemn, or merely to describe such at- 
tacks and the conditions under which 


they arise or go on to do this for his 
condemnation? 

The difference between democracy and 
dictatorship seems to be unimportant, 
but, in any case, we need have no fear of 
the latter as a consequence of social sci- 
ence. The proof is that “dictatorship .. .. 
has not accompanied the rise of the 
physical sciences” (p. 30). The ordinary 
citizen, who now accepts rather blindly 
the authority of physical scientists, will 
merely adopt “a similar attitude toward 
the conclusions of social scientists,” al- 
though this “is suspected of being au- 
thoritarian, as indeed it probably is.” 
But: 

A lot of nonsense has been spoken and writ- 
ten about authority in recent years. We need to 
recognize that it is not authority we need fear 
but incompetent and unwisely constituted au- 
thority. When we undertake to insist on the 
same criteria of authority in the social as in the 
physical sciences, no one will worry about the 
delegation of that authority, any more than he 
worries about the physician’s authority. All per- 
sons who presume to speak with authority will 
be expected to submit credentials of training 
and character of the type that physicians and 
other professionals now submit, and éo the state, 
at that....[and] whether they purport to 
speak for God or nature. The state may in turn 
delegate the function of formulating and admin- 
istering these requirements back into the hands 
of the members of the profession concerned . ... 
[while] maintaining the ultimate authority in 
the hands of the community’s accredited gov- 
ernmental agency ... . [To] find this idea au- 
thoritarian, fascist and what not [is] name-call- 
ing ....an attempt to distract attention from 
something one is afraid to examine [pp. 51-52]. 


And early in the book we are warned to 
“beware against making fetishes of words 
like Fascism, Communism, and Democ- 
racy” (p. 10). 


Vv 


One feels estopped from serious criti- 
cism of such a social philosophy and so- 
cial order, as much because of its inher- 
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ent and palpable absurdity as because 
pointing out the obvious would be name- 
calling and making fetishes of words. To 
this latter “argument” the too obvious 
rebuttal is the tu guoqgue, meant as objec- 
tively as possible, plus the very serious 
observation that, beyond a certain point, 
human and social phenomena cannot be 
described in terms free from all flavor of 
approval and disapproval. One may use 
a definition of “thief” from a dictionary 
of legal terms instead of the word itself, 
but the meaning will be the same, and it 
will not be primarily an empirical de- 
scription of behavior and of its “‘conse- 
quences.” Use of the word “costs” is a 
surrender of the position, since it is a 
teleological and not an empirical-behav- 
ioristic term; it implies either some end 
assumed as given, or a superindividual 
norm that is “objective” but in a sense 
utterly different from the data of sense 
observation. Nor are purely individual 
ends or wants (mere taste, in contrast 
with good taste—or, for that matter, 
opinion in contrast with fact) on a par 
with sense data. Internal mental activ- 
ity, not manifested at all in external be- 
havior of any kind—or, worse still, false- 
ly represented, either through error or in- 
tentionally—is an essential part of the 
“conditions” under which wants and be- 
havior arise. Motives are in part analo- 
gous to force in mechanics, but only in 
part. Forces are known only by inference 
from observed and measured effects, 
hence the two must correspond; but for 
motives we have numerous and subtle 
sources of information, and they give 
conflicting and certainly inaccurate re- 
ports. The motives of the observer are an 
essential part of the data, and these are 
very inaccyrately known, and that to a 
negligible extent through sense-observa- 
tion; cancel them out, and, instead of se- 
curing objectivity, a major premise of 
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inference is destroyed. Further, a prem- 
ise of natural science is that observation 
and publication do not change the mate- 
rial observed, and in human relations 
this is false. 

The heart of the matter is that the 
scientist and scientific behavior are them- 
selves social phenomena, and, while they 
are physical phenomena too, the scientist 
cannot regard or treat them as merely 
and purely physical or mechanistic. Em- 
pirical prediction of an experiment and 
its result is self-contradictory; if that can 
be done in advance, it is not an experi- 
ment and will not be carried out. No 
scientist would think of predicting em- 
pirically the course of events in his own 
laboratory or that of any other scientist 
who is really investigating. There must 
be a one-sided relation between an ex- 
plorer and his material, and even more 
obviously between a controller and the 
matter controlled. If two persons predict 
each other’s behavior and act on their 
predictions, each will falsify the predic- 
tion of the other. And, finally, to the ex- 
tent that an individual does “predict and 
control” the behavior of others, he oper- 
ates on the basis of coercion or deceit, 
and these concepts have no meaning for 
the relation between men and inert nat- 
ural objects. (In fact, deceit is always a 
factor in coercion and especially when it 
is so effective that the subject thinks his 
action is a free choice.) The social scien- 
tist who seeks a real understanding and 
effective social action cannot ignore rela- 
tions of mutuality of interest between 
himself and his subject matter and be- 
tween the units which make up the 
latter. He cannot be a “solipsist”’ (how- 
ever logically satisfying it might be), re- 
garding all other human beings as be- 
longing to a wholly different order of 
being than himself, beings who merely 
respond mechanically to situations that 
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can be accurately observed, described, 
and measured from without; for he 
“knows” that these others also raise and 
answer questions, more or less rightly or 
wrongly, while he legitimately assumes 
that mere physical objects do not 
(though neither proposition can be strict- 
ly proved). 

For a genuine understanding of social 
phenomena and problems we “obvious- 
ly”’ have to use the methods and concepts 
of various sciences, physical, biological, 
and “psychological” in a broad interpre- 
tation; but, in addition, we have to enter 
other universes of discourse. Whether 
“adaptive response” can be interpreted 
mechanistically is a disputed question; 
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but human beings engage in rational 
manipulation, which certainly involves 
more than either or both. And, apart 
from various forms of quasi-mechanica]l 
interaction and one-sided “control’”’ 
among themselves, they to some extent 
reach a consensus through discussion, 
which cannot be conceived in terms 
either of mechanics or of the use of given 
means to achieve given ends. Ends are 
also in part problematic; and discourse 
which recognizes them as such cannot 
make sense without reference to norms, 
“values,”’ which are more than individual 
wants, as the latter are more than em- 
pirical facts. 
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BANK CAPITAL: THE PROBLEM RESTATED 


TYNAN SMITH AND RAYMOND E. HENGREN' 


E commercial banks emerged 
from World War II with assets 
over twice the pre-war total, while 
capital accounts were about 25 per cent 
larger. As a consequence the ratio of capi- 
tal to total assets declined sharply during 
the war period and on the average is now 
substantially below the level which in 
former years was. judged to be a safe 
minimum. The question of adequate 
bank capital did not receive much atten- 
tion during the war, since it was felt that 
the banks should be free to purchase as 
many United States government bonds 
as might be deemed necessary to finance 
our war effort. However, that considera- 
tion no longer applies, and the bank su- 
pervisory authorities must now deter- 
mine their attitudes toward the new situ- 
ation. 

The bank supervisory authorities are 
faced with the following choices; they 
may: 

1. Abandon their efforts to use the ratio of total 
capital accounts to total assets as a useful 
administrative device and, possibly, adopt 
some other approach such as the ratio of 
capital to “risk” assets; or, 

. Interpret the average ratio now prevailing 
as evidence of serious weakness in the bank- 
ing system and attempt to bring about such 
changes as would restore the standard to its 
pre-war levels; or, 

. Accept the prevailing ratio for the bulk of 
the banks as the standard in a changed eco- 
nomic situation and use for administrative 


* The writers are staff members of the Division 
of Research and Statistics of the Federal Deposit In- 
surance Corporation. Opinions expressed in this pa- 
per are personal and do not necessarily reflect the 
views of the Federal Deposit Insurance Corporation. 
Many helpful suggestions were contributed by 
Homer Jones, economist, Committee for Economic 
Development. 


purposes departures from this new standard 
as evidence of weakness in individual situa- 
tions. 


Why the concern about bank capitol.— 
The first question that arises is why 
the supervisory authorities have felt 
obliged to concern themselves with the 
amount of bank capital. The obvious 
reason is that the supervisory function 
has always been primarily that of pro- 
tecting bank creditors, and the chief 
requisite for this protection is the main- 
tenance of capital accounts sufficient to 
absorb losses. When bank notes consti- 
tuted the major portion of the circulating 
medium of the country, the existence of 
some net worth was recognized as essen- 
tial for the safety of the noteholders.? 
After bank deposits were substituted for 
bank notes as the chief component of the 
nation’s money supply, bank capital was 
then necessary to assure the protection 
of depositors. Since the introduction of 
federal deposit insurance on January 1, 
1934, the bank capital of the insured in- 
stitutions performs the added function of 
buttressing the deposit insurance fund. 
The pressure upon this fund is reduced to 
the extent that the capital accounts of 
each individual bank are sufficient to ab- 
sorb its own losses. 

Not only do the bank supervisory au- 
thorities have an obvious interest in the 
maintenance of an adequate capital mar- 
gin in banks but there is ample reason to 
believe that capital maintenance cannot 

2 Many of the states imposed limitations on the 
volume of note issue in relation to the amount of 
bank capital. See Davis R. Dewey, “State Banking 
before the Civil War,” National Monetary Commis- 
sion, Senate Document No. 581 (61st Cong., 2d sess., 
1910), pp. 53 ff. 
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be left entirely to the discretion of bank 
ownership. The bank capital problem is, 
at least to some extent, unique. Banks 
can expand their resources without the 
necessity for increasing their capital. 
Furthermore, the economic inducements 
to increase capital are not present to the 
same degree in banking as in other lines 
of business activity. 

Most businesses can increase their re- 
sources only by retaining earnings, sell- 
ing capital stock, or increasing their in- 
debtedness. For banks, however, the sit- 
uation is somewhat different. In contrast 
to the compulsion in other lines of busi- 
ness to liquidate the claims of creditors 
at more or less regular intervals in ac- 
cordance with the terms of the loan con- 
tracts, banks are not usually subject to 
pressure of this character. Liquidation of 
claims by individual bank creditors, i.e., 
depositors, normally involves only a 
transfer which leaves the total volume of 
bank credit virtually unchanged. 

During the periods of financial expan- 
sion generally, banks through the loaning 
process can, and in fact do, increase their 
resources without tapping capital sup- 
plies in the usual business sense. In these 
circumstances, their volume of earning 
assets will grow and the deposits will 
show a corresponding increase. Since 
little or no interest is paid on deposits, 
banks do not have to worry about in- 
curring a heavy burden of fixed charges 
when they increase their debt obligatiors 
as is the case in other businesses. The ex- 
penses directly related to servicing ac- 
counts may increase somewhat as de- 
posit volume grows, but frequently these 
are almost fully covered by service 
charges. Accordingly, there will be no 
pressure upon management to seek per- 
manent capital from investors. As a mat- 
ter of fact, the management will have 
every inducement to conduct as large a 
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volume of business as possible on a rela- 
tively small capitalization, thereby se- 
curing the advantage of trading upon the 
equity. However, many bankers do rec- 
ognize that a very low margin of equity 
may risk failure of the enterprise in times 
of adversity. 

Thus, banks are not likely to be capi- 
tal-seeking institutions to the same ex- 
tent as other businesses because in the 
course of their operations the customers 
literally bring funds to them which for 
all practical purposes are as good as cap- 
ital. This is true, regardless of whether 
the analysis of the process commences 
with a system-wide consideration of the 
loan- and deposit-building mechanism or 
whether it starts with a study of the 
effects of a cash inflow for a given institu- 
tion. 

In their expansion upon the basis of 
credit, banks are not subject to the limi- 
tations imposed upon most businesses by 
the generally accepted rules of sound 
finance which prescribe a substantial 
ratio of equity to debt. It is curious that 
most banks have long been operating 
upon a debt-equity ratio which would be 
regarded as extremely low if offered by a 
prospective bank borrower. Bank credi- 
tors, their depositors, have never been 
very effective in persuading the banks to 
maintain a high capital ratio. Since the 
establishment of deposit insurance, only 
depositors with large accounts have any 
reason to concern themselves with the 
capital margin.’ 

3 Before the advent of deposit insurance, compe- 
tition for deposits acted as a partial restraint upon 
the downward trend of bank capital. Since deposits 
are covered by insurance up to the first $5,000, the 
only depositors who are now concerned with the 
margin of protection offered by the banks are those 
with accounts in excess of this amount. Even though 
mergers are frequently arranged to aid banks in 
financial difficulties, thus affording roo per cent pro- 
tection to depositors, the holders of accounts in ex- 


cess of $5,000 have no assurance that their deposits 
will be protected in this manner. 











In addition to the fact that banks are 
able to expand their operations without a 
proportional increase in capital, there 
are other reasons that account for the 
low proportion of net worth in banks. 
Although the rate of net profits on bank 
capital has compared favorably in recent 
years with the rate of return in other 
industries, it has not been excessively 
high. For the period 1930-39 banks had 
an average net profit of 2.5 per cent of 
net worth as compared with 2.1 per cent 
for all corporations. During the war 
years the rate of net profit for banks, as 
for nearly all types of business, rose 
sharply. The rate of net profit for insured 
commercial banks in 1944 was 9.7 per 
cent as compared with 9.6 per cent for 
the leading manufacturing corporations 
and 10.4 per cent for the large corpora- 
tions in che trade group.‘ In 1945 the 
rate of net profit for insured commercial 
banks rose to 10.9 per cent. In that year 
the net-profit rate for the sample of man- 
ufacturing corporations declined to 9.1 
per cent, while the trade group reported 
an increase to 10.9 per cent. 

The favorable comparison of the rate 
of net profits earned by banks with that 
of other businesses is tempered by the 
conservative dividend policies of banks 
and the absence of opportunities for 
windfall profits. In general, bank stocks 
appear less attractive to investors than 
stocks of other enterprises which pay 
higher dividend rates although the rate 
of net profits may be the same or even 
lower. Furthermore, the possibility of 
reaping large gains quickly is often an 
inducement to investors; such opportuni- 
ties are exceedingly rare in the banking 
business. 


4 National City Bank Letter on Economic Condi- 
tions, April, 1946, p. 46, and Annual Report of the 
Federal Deposit Insurance Corporation, 1945, pp. 
57-58. 
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Not only are the economic induce- 
ments for the injection of new capital 
into the banks not great but difficulties 
are involved in marketing bank stocks. 
Aside from a relatively few large and 
widely known banks, the market for the 
sale of shares is rather limited. Trading 
in the shares of even the large banks is 
mostly confined to over-the-counter mar- 
kets. Of some significance also is the fact 
that the capital stock of many smaller 
banks is closely held, often within a fam- 
ily. Fearful that its control may be lost 
or weakened, the ownership group in a 
bank may hesitate to seek additional 
capital outside its own membership. 

Bank ownership, particularly among 
the smaller institutions, may be desired 
for other reasons than to make a profit 
directly out of banking operations. The 
position of banker carries with it certain 
social and economic perquisites. The 
banker is in somewhat the same class as 
the prominent doctor or clergyman. In 
part, this is associated with the power 
that the banker wields in allocating the 
available credit resources of the com- 
munity. An additional factor that is 
sometimes present is the ability of the 
bank ownership to make credit available 
to enterprises in which it is interested. 
Not the least important is the fact that 
the bank often serves as a local clearing 
house of economic opportunity. In such 
cases the profit motive may be indirect 
rather than direct. The inducement to 
increase capital over the minimum re- 
quired to keep the institution open is 
lacking when bank ownership is con- 
cerned primarily either with maintaining 
social position or with obtaining indirect 
rather than direct profit. 

In sharp contrast with the attitude of 
bank management toward capital is the 
view of the supervisory agencies, the ma- 
jor tenet of which is that, generally 
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speaking, the higher the capital margin, 
the greater the degree of protection af- 
forded. Bank supervisors also recognize 
additional benefits to be derived from 
the maintenance of an adequate capital 
backlog. Banks with relatively large 
amounts of capital can afford to take 
greater risks and thus better serve the 
credit needs of the community than can 
those operating on slim margins. More- 
over, such banks are more likely to 
weather the economic vicissitudes which 
may arise and thus avert bank failures 
which are injurious to the general eco- 
nomic life of the community as well as to 
the depositors and the stockholders. 
The conflict of interest between bank 
supervisors and bank managers has never 
been completely resolved. For the most 
part legal limitations have been in the 
form of minimum capital requirements 
for newly organized banks. Such mini- 
mum requirements have generally been 
set at some dollar amount varying in ac- 
cordance with the population of the town 
in which the bank was to be located.5 
More recently, there has been some at- 
tempt on the part of supervisory authori- 
ties to require original capitalization in 
line with the prospective volume of bank- 
ing business. The Banking Act of 1935 
listed several factors, including ade- 
quacy of capital, to be considered in the 
admission of banks to insurance.® This 
provided a more flexible standard than 
the rigid dollar amount related to the 
population of the banking center. 
Except with respect to capital impair- 
ment, the problem of maintaining capital 
while the bank is a going concern is one 
that has received little attention in our 


5 E.g., see the capital requirements for the or- 
ganization of a national bank, Title 12, U.S.C., sec. 
SI. 

* Subsection (g) of the federal deposit insurance 
law, as amended, Title 12, U.S.C., 1940 ed., sec. 264. 
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laws.’ Federal law has not provided any 
minimum capital requirements based 
upon relationship to the volume of busi- 
ness or to other similar measurements of 
financial requirements. The laws in a few 
of the states have provided that capital 
must bear a specified relationship to the 
amount of deposits. The Banking Act of 
1935 included an “unsafe and unsound 
practices” clause which may be used oc- 
casionally to exert pressure for an in- 
crease in capital upon those banks with 
ratios much below average wherein un- 
satisfactory operating conditions pre- 
vail.* Some of the state supervisors have 
also exerted pressure upon laggard banks 
to supplement their capital. 

Adequacy of the capital cushion.—An 
important question is the extent to 
which bank capital can be expected to 
provide protection for depositors. In the 
absence of something like the 100 per 
cent reserve plan which would place no 
reliance upon capital for deposit protec- 
tion, it is apparent that, the higher the 
capital margin, the more losses that can 
be absorbed without impairing the abil- 
ity to repay deposits. Capital is not the 
sole answer, however, to the problem of 
keeping the bank’s doors open. Regard- 
less of the size of a bank’s capital, it will 
continue to function as a going concern 
only so long as it has on hand or can ob- 
tain the cash needed to meet the claims 
of its depositors. 

7 The fact of impairment of bank capital is de- 
termined by the supervisory authority on the basis 
of the law under which it operates. Laws governing 
the national banks and state banks members of the 
Federal Reserve system and the various state bank- 
ing codes do not provide a formula which eliminates 
the factor of judgment in resolving the question of 
capital impairment. The references in the laws gov- 
erning national banks and state banks members of 


the Federal Reserve system appear in secs. 515-1, 55, 
and 324 of Title 12, U.S.C. 


® Subsection (é) of the federal deposit insurance 
law, as amended, Title 12, U.S.C., 1940 ed., sec. 
264. 
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Losses on bank assets arise from a mul- 
titude of causes, ranging all the way from 
the inability of an individual or business 
enterprise to meet the obligations of a 
single loan to a nation-wide collapse of 
asset values resulting from a major de- 
pression. Regional difficulties may occur 
because of a crop failure or a series of 
crop failures or a decline in business ac- 
tivity after a period of abnormal stimula- 
tion such as is frequently characteristic 
of wartime. The question then arises: To 
what extent can the capital cushion be 
expected to protect the bank against 
these hazards? It is generally agreed that 
bank capital should be sufficient to ab- 
sorb losses ordinarily experienced in day- 
to-day banking operations. It is doubt- 
ful, however, that banks could be ex- 
pected to have adequate capital for crisis 
situations, either regional or national. 

Whenever banks are faced with heavy 
withdrawals of deposits, either because 
of general economic crises or local or 
regional situations, the essential problem 
is one of liquidity rather than of capital. 
Considerations with respect to liquidity 
depend on the composition of bank re- 
sources and the relative ease with which 
they may be converted into cash. In 
meeting a crisis situation reliance upon 
the market for bank assets involves a 
sharp decline in asset values which tends 
to be cumulative in its effect. The equity 
ratio has relatively little bearing on the 
ability of a bank to obtain cash when it 
is needed. It is obvious that a substantial 
capital margin will enable a bank to 
liquidate on a falling market to a greater 
extent without reaching insolvency than 
a narrow capital margin would permit. 
However, in cases of extreme liquidation 
any capital ratio at all comparable to the 
present average could do no more than 
stave off insolvency temporarily. 
Ultimately, the solution to the liquid- 
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ity problem depends on appropriate fed- 
eral monetary and fiscal policy to dimin- 
ish, if not eliminate, cyclical swings and 
on the existence of an agency with power 
to convert resources into the cash de- 
manded by depositors in times of eco- 
nomic stress. Reliance solely upon the 
market means a triumph of timidity. 
Those bankers who are the first to be- 
come frightened and convert their assets 
into cash are the ones who are most likely 
to survive. Those bankers who do the 
best job of serving their communities and 
attempt to resist the deflationary trend 
are likely to fail. 

Empirical view of bank capital.—His- 
torically, bank supervisory authorities 
have been fighting a rear-guard action 
against the steady downward trend of the 
capital ratio.* In 1875 the capital of com- 
mercial banks in the United States aver- 
aged about 35 per cent of assets. As 
shown in Chart I and in Table 1, the 
ratio fell to about 30 per cent in the next 
five years and remained near that figure 
until 1895. During the business upturn 
of 1897-99 the average capital ratio for 
commercial banks suffered one of the 
sharpest declines on record, falling from 
26 per cent to 20 per cent in three years. 
This decline was almost entirely due to a 
31 per cent increase in bank assets. 

The ratio fluctuated around the 20 per 
cent level until the first World War. Dur- 
ing the four war years the rapid growth 
in bank assets again brought a substan- 
tial decline in the capital ratio. From 
June, 1915, to June, 1919, assets in- 
creased about 80 per cent while capital 
rose only 20 per cent and the ratio fell 
from 18 per cent to 12 per cent. The de- 
cline in bank assets during the postwar 

* This persistent decline in the capital ratio is, of 
course, a consequence of fractional reserve banking 


in an expanding economy. The basic economic and 
social implications of this phenomenon extend far 


beyond the scope of this paper. 
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depression of 1920-21 brought a slight in- 
crease in the ratio which then fluctuated 
between 13 and 14 per cent until the be- 
ginning of the Great Depression in 1929. 
The ensuing banking difficulties were ac- 
companied by a shrinkage of assets at a 
more rapid rate than the decline in bank 
capital, with the result that the ratio rose 
to 16 per cent in the middle of 1932. 
From the inception of the program to 
rehabilitate the American banking sys- 
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capital ratio. In fact, there was an in- 
crease in the average ratio for all com- 
mercial banks to 6.3 per cent at the end 
of the year. 

From the statistical evidence of the de- 
cline in the average capital ratio of com- 
mercial banks, it would appear that the 
interest of the bank owners had won out 
over the interest of depositors and super- 
visory authorities. However, it should be 
remembered that the dollar amount of 
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tem late in 1933 to the close of World 
War II, bank assets have had an almost 
continuous growth. This growth was ac- 
companied by a steady increase in bank 
capital, but at a lower rate. As a conse- 
quence, the capital ratio declined stead- 
ily. This decline was accelerated by the 
sharp upturn in bank assets during the 
war, and the capital ratio reached a low 
point of 5.5 per cent at the end of 1945. 
During 1946 the shrinkage in bank assets 
occasioned by the federal debt-retire- 
ment program brought at least a tem- 
porary halt to the downward trend of the 


bank capital has grown persistently for 
the past seventy-five years and that the 
historical decline in the capital ratio has 
come largely as a result of the increase in 
bank assets. The recent sharp decline in 
the capital ratio is primarily due to the 
expansion of the United States govern- 
ment bond portfolio. 

Improvements in supervisory stand- 
ards and practices and in the quality of 
bank assets, particularly the large pro- 
portion of bank investments represented 
by federal obligations, accompanied by 
institutional arrangements for sustaining 
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TABLE 1* 


RATIOS OF TOTAL CAPITAL ACCOUNTS TO TO- 
TAL ASSETS AND TO TOTAL ASSETS OTHER 
THAN CASH AND U.S. GOVERNMENT OBLIGA- 
TIONS, ALL COMMERCIAL BANKS, 1875-1946 


(Amounts in Millions of Dollars) 








Total 
Capital 
Accounts 
as a Per- 
centage 
of Total 
Assets 
Other 
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Cash and 
U.S. Gov- 
ernments 
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TABLE 1—Continued 





Total 
Capital 
Accounts 
as a Per- 
centage 
of Total 

ts 
Other 


than 
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U.S. Gov- 
ernments 








1935...- 24,005 of 27 
1930... 9 ® 7 25 
1937... 27,279 ’ 24. 
1938.... > 25,244 . 26 
1939 ’ 25,827 | 6,708 26 
1940.... . 26,570 6,876 25 
194I.... ® 29,401 7,047 24 
oe a 29,023 7,183 24 
1943... 104,555 | 25,877 | 7,462 28 
1944.....| 125,386 | 28,034 | 7,953 27 
1945.....| 146,805 | 32,052] 8,595 26 
1946.....] 154,113 36,686 9,338 25 
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* Annual reports of the comptroiler of the currency, Bank- 
ing and Monetary Statistics, published by the Board of Gov- 
ernors of the Federal Reserve system, 1943, and annua! reports 
of the Federal Deposit Insurance Corporation. 
their nominal value, have reduced the 
risk of asset deterioration. Consequently, 
it can be argued that the margin of capi- 
tal protection no longer needs to be as 
high as it once was. However, there is no 
way of determining whether a 6 per cent 
ratio today offers the same relative pro- 
tection as a 35 per cent ratio did in 1875. 

In this connection it is instructive to 
refer to the ratio of total capital accounts 
to so-called “risk” assets, i.e., assets 
other than cash and United States gov- 
ernment obligations (see Chart I). In 
1875 this ratio was about 57 per cent. 
During the next forty years the trend of 
this ratio was generally downward, and 
in 1915 it was 23 per cent. In the 1920's 
the large volume of bank loans pushed 
the ratio down to a low of 16 per cent. 
Subsequently, there was a gradual rise in 
the ratio, and in June, 1938, it was 26 per 
cent. The decline in bank loans during 
the early war years brought a rise in the 
ratio to 29 per cent in 1943. By the end 
of 1946 the expansion in loans was pri- 
marily responsible for a decline in the 
ratio to 23 per cent, or below the 1938 
level. 
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The capital-deposit ratio of 1 to 10 
became established as a minimum stand- 
ard early in the twentieth century, at a 
time when most banks had capital well 
above this minimum. Several states in- 
cluded this or similar requirements in 
their banking statutes.’ The three fed- 
eral supervisory agencies used a 1 to 10 
ratio as a minimum standard, either of- 
ficially or unofficially in the middle 
1930’s. Adherence to this standard also 
received support in academic circles." 

As more and more banks approached 
and fell below this capital standard, its 
logic was attacked from various quar- 
ters. In 1939 and 1940 there was a con- 
siderable outpouring of criticism in the 
banking trade papers and periodicals. 
Numerous suggestions were made for 
modification of the standard.” 

It is perhaps significant that, although 
most of the suggestions were couched in 
terms of relating bank capital to the 
risks involved in various types of bank 
assets and of making allowances for dif- 
ferent risks in the portfolios of different 


%© A recent check by the authors of the state 
banking codes showed that the requirement for 
maintaining total capital accounts in a given ratio 
to deposits was found in the statutes of the following 
thirteen states: Colorado, Indiana, Michigan, Min- 
nesota, Mississippi, Nebraska, Nevada, New York, 
North Carolina, Rhode Island, South Dakota, 
Washington, and Wisconsin. Four states—Arizona, 
California, North Dakota, and Texas—which for- 
merly had such provisions have repealed or omitted 
them in recent years. 


"Lionel D. Edie, Easy Money (New Haven: 
Yale University Press, 1937), p. 96. 


™ The suggestions were applied to both the cap- 
ital-deposit ratio and the capital-asset ratio. The 
difference between the two is one of logical sig- 
nificance rather than of material importance. The 
logical superiority of the capital-asset ratio is 
that it relates capital to assets, the depreciation of 
which bank capital is intended to absorb. The Fed- 
eral Deposit Insurance Corporation recognized this 
position in its annual report for 1939 when it aban- 
doned its previous advocacy of a capital-deposit 
ratio standard and advocated a capital-asset stand- 
ard. 
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banks, the result of nearly all these sug- 
gestions was in the direction of lowering 
the capita] requirement. At the time, the 
ratio of capital to so-called “risk”’ assets 
was behaving in an appropriate manner 
because nearly all the growth in bank 
assets was in holdings of United States 
government securities. Advocates of 
lower capita] requirements quickly seized 
upon this statistical device to build a 
case. 

Supervisory authorities gradually suc- 
cumbed and relaxed enforcement of rigid 
capital requirements. The Federal De- 
posit Insurance Corporation continued 
to reiterate its stand on the matter, with- 
out noticeable effect on the downward 
trend in the capital ratio. After it had 
been determined that creation of bank 
credit would play a major role in the 
financing of the war effort, the attempt 
to maintain the old 1 to 10 capital ratio 
was not feasible. The three federal super- 
visory agencies and the National As- 
sociation of Supervisors of State Banks 
issued a statement on November 22, 
1942, removing all deterrents in exami- 
nation or supervisory policy (including, 
of course, the capital ratio) to invest- 
ments by banks in United States govern- 
ment securities." 

At the present time only a very small 
proportion of the commercial banks 
have total capital accounts equal to as 
much as 10 per cent of the value of their 
assets. Of the insured commercial banks 
examined during 1946, 93 per cent had a 
capital ratio below 10 per cent. In 37 per 
cent of the banks, or more than a third of 
the total, the ratio was below 5 per cent. 
Since large banks which hold most of the 
deposits tend to have lower capital ratios 


13 Annual Report of the Federal Deposit Insurance 
Corporation, 1942, pp. 6 and 55. Annual Report of 
the Board of Governors of the Federal Reserve System, 
1942, p. 21. 
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than the smaller banks, the nation’s de- 
posits are mostly concentrated in the 
banks with the lower capital ratios. Of 
the deposits in insured commercial banks 
examined in 1946, 42 per cent were held 
by banks with capital ratios of less than 5 
per cent. 

From these figures it is obvious that 
the traditional 10 per cent capital ratio 
standard is, for the time being at least, a 
dead issue. No generally acceptable sub- 
stitute standard has appeared. The three 
federal supervisory agencies have met 
the changed situation in different ways. 
The Board of Governors of the Federal 
Reserve system appears to have accepted 
the general decline in the ratio of capital 
to total assets without serious misgivings. 
In its annual reports for 1943, 1944, and 
1945, the board pointed out that the 
growth in deposit liabilities was accom- 
panied by increased holdings of United 
States government securities, and the 
relation of capital accounts to assets 
other than such securities and cash assets 
was as high as before the war."* How- 
ever, in its 1946 annual report, the board 
indicated that the decline in bank hold- 
ings of United States government securi- 
ties and the increase in loans during the 
year might require the strengthening of 
capital in some individual banks." 

The comptroller of the currency, in his 
recent annual reports, while pointing out 
that the decline in the capital ratio dur- 
ing the war has been offset by the fact 
that most of the increase in assets con- 
sisted of additions to the portfolio of 
United States government securities, 
has, nevertheless, expressed concern over 
the present bank-capital situation. Ac- 


™ Annual Report of the Board of Governors of the 
Federal Reserve System, 1943, P. 30; 1944, pp. 25-26; 
and 1945, p. 37- 

*S Annual Report of the Board of Governors of the 
Federal Reserve System, 1946, p. 49. 


cording to the comptroller’s view, bank 
capital is not sufficient for operation in a 
peacetime economy in which the banks 
may be expected to increase their lending 
activities. As his solution to the problem, 
the comptroller has urged banks to re- 
examine the adequacy of their existing 
capital structures with respect to the 
character and volume of banking busi- 
ness which they are likely to have during 
the next few years.” 

The Federal Deposit Insurance Cor- 
poration has suggested as a new standard 
a ratio of capital accounts to total assets 
somewhat below the pre-war ro per cent 
ratio. In its 1945 annual report the cor- 
poration rejected the use of the ratio of 
capital to risk assets (i.e., assets other 
than United States government obliga- 
tions and cash) as an appropriate stand- 
ard for individual banks. It did, however, 
recognize that since the increase in bank 
assets over the past few years has oc- 
curred in the nonrisk category, a stand- 
ard substantially below the traditional 
10 per cent would be justified. Conse- 
quently, the suggestion was made for 
establishing a new standard ratio in 
which consideration would be given to 
the present average ratio for al] commer- 
cial banks.*’ 

The case for a capital ratio standard.— 
There is a strong argument for adopting 
a given capital ratio as a rule or standard 
even though the basis is largely one of 
expediency. Granted the supervisory in- 
terest in maintaining an adequate bank 
capital margin, the only means of deter- 
mining to which banks, if any, pressure 
for additional capital should be applied 

© Annual Report of the Comptroller of the Currency, 
1944, p. 2; and 1945, p. 2. 


11 Annual Report of the Federal Deposit Iusurance 
Corporation, 1945, pp. 8-10. A position similar to 
that of the comptroller of the currency previously 
mentioned was taken by the F.D.I.C. in its 1944 an- 


nual report, p. 11. 
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and for avoiding discrimination and ar- 
bitrary decision is by reference to a 
“rule.” . 

Supervisory pressure to assure the 
maintenance of adequate capital can be 
exerted either on the basis of a general 
policy of asking for more capital in those 
banks which “need”’ it, or it can be ex- 
erted with reference to some fairly defi- 
nite standard. If some general criterion 
of “‘need”’ is the only point of reference, 
it is likely that very little will be accom- 
plished in the direction of improving the 
capital position of the banks. Moreover, 
nothing is likely to be done in a given 
case unless the supervisory authorities 
have a concrete basis for making a deci- 
sion. Without any guide beyond some 
broad generalization regarding capital 
adequacy, the decision is left to those 
who are responsible for the program, and 
inequitable treatment may be accorded 
to the individual banks. The general cri- 
terion that banks need “‘adequate”’ capi- 
tal dodges the questions of which banks 
should be requested to secure additional 
capital and how much additional capital 
should be put into each bank. Although 
the answers to these questions are, of 
necessity, somewhat arbitrary, it is im- 
portant that they be definite and uni- 
formly applied throughout the banking 
system. 

The selection of a particular capital 
ratio as the desirable standard appears to 
be the only way of choosing the banks in 
need of additional capital and of indicat- 
ing how much the increase should be. 
This approach assures uniform treat- 
ment for all banks and gives the bank 
supervisor an objective guide in the exer- 
cise of his authority. 

Selection of the capital ratio —In view 
of the limitations and difficulties inherent 
in any capital ratio standard the follow- 
ing attributes appear of primary sig- 
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nificance: (1) simplicity, (2) reasonable- 
ness, and (3) ease of administration. 

Since the concept of capital in an oper- 
ating bank, as in any other business en- 
terprise, is very nebulous, it does not lend 
itself to a complex ratio formula. The 
determination of the amount of capital 
in banks at any time is fundamentally an 
accounting and appraisal problem the 
solution of which requires the exercise of 
good business judgment. Some of the ele- 
ments in the solution of the problem, for 
example, the amount of cash on the asset 
side of the balance sheet or deposits on the 
liability side, are readily determinable. 
Others, however, are subject to con- 
siderable differences of opinion. Items in 
the note case are certainly not likely to be 
worth much more than face value, but it 
is very easy to conceive of them as being 
worth much less. Securities in the invest- 
ment portfolio are difficult to appraise. 
In the absence of market values the prob- 
lem is well-nigh baffling, and even with 
market values the results sometimes are 
distinctly misleading. Facilities used to 
conduct the banking business, i.e., its 
banking-house furniture and fixtures and 
the like, may or may not be represented 
properly by book entries. Thus, as a 
practical matter, it is difficult to set a 
value upon the bank capital of a given 
institution. 

A capital ratio standard must appear, 
as well as be, reasonable in order to gain 
acceptance. The standard should be 
readily understood by the bankers and 
the public as well as by the supervisors. 
It should be obviously related to the 
problem of providing a capital margin, 
and the goal should be within reach of 
most banks. 

The ease of administration is closely 
related to the simplicity and reasonable- 
ness of the ratio standard. If the stand- 
ard has the first two attributes, the third 
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will follow. The administrative problem 
will be much easier if the question of 
compliance can be answered quickly 
without a bank examination or a complex 
formula. 

With these considerations in mind, the 
ratio of total capital accounts to total as- 
sets, despite its limitations, appears to 
the authors to be the most satisfactory 
standard. This ratio relates capital to 
total assets against the depreciation of 
which the capital provides a cushion. It 
is simple and direct, requires only one 
computation from readily available data, 
and is the easiest standard to use from an 
administrative point of view. 

Alternatives to the ratio of capital to 
total assets—The major criticism of the 
ratio of capital to total assets is that it ig- 
nores the fact that different asset items 
held by banks are subject to varying de- 
grees of risk. Many alternative ratios 
have been suggested to meet this criti- 
cism. These suggestions vary from the 
elimination of cash from the ratio base to 
dividing assets into groups with differing 
degrees of risk and establishing different 
capital requirements for each group. 
Such proposals are persuasive in their 
logic, but serious objections can be 
raised. The asset composition of individ- 
ual banks may change very quickly. The 
banks themselves would have an addi- 
tional computation to make whenever 
changes in their asset portfolios were 
contemplated, and this could be quite 
troublesome if a complex ratio were 


*8 For a discussion of this type of proposal see 
Roland I. Robinson, “The Capital-Deposit Ratio in 
Banking Supervision,” Journal of Political Economy, 
XLIX (1941), 54-57- 

Capital requirements based upon a segregation 
of bank assets into qualitative groups with different 
percentages for each category have recently been 
adopted in Guatemala (see David L. Grove, “New 
Guatemalan Bank Law,” Federal Reserve Bulletin, 
XXXIII [1947], 398-401. In this article the quali- 
tative credit control potentialities are regarded as a 
desirable feature). 
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adopted. At best, this would impose a 
burden upon the banks in adjusting their 
investment portfolios in accordance with 
changing conditions. At worst, it could 
prove a serious barrier to all changes in 
bank portfolios except those in the direc- 
tion of greater liquidity. 

If the same margin of safety is pro- 
vided for depositors, the exclusion of cer- 
tain asset items, such as cash and United 
States government obligations,’® from 
the capital ratio base would have little 
effect upon the amount of capital re- 
quired while adding substantially to the 
administrative difficulties. In considering 
the adequacy of the capital margin from 
the supervisory viewpoint, thought is al- 
ways given to the general composition of 
bank assets even though total assets fur- 
nish the ratio base. 

Perhaps a more important objection is 
that capital requirements based upon as- 
set quality would necessarily involve 
qualitative credit control. A premium 
would be placed on bank investment in 
those assets with lower capital require- 
ments or which had been eliminated 
from the ratio base. Fundamentally, this 
amounts to a form of capital-market con- 
trol. Certainly if qualitative credit con- 
trol is not desired, such a capital ratio 
standard is not acceptable. On the other 
hand, if qualitative credit control is de- 
sired, the capital ratio is a poor instru- 
ment and more direct methods can read- 
ily be found. The capital ratio chosen as 
the standard should be directed solely to 
its one purpose—that of providing an 
equity margin to absorb losses. The ratio 
of capital to total assets has the distinct 
advantage of being neutral with respect 
to different types of investment. Without 

9 The inclusion of long-term United States gov- 
ernment obligations in the “riskless” category is 
only justified so long as prices are supported. Such 


support is of comparatively recent origin, and there 
is no assurance that it will continue indefinitely. 
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passing judgment on the desirability of 
controlling bank credit qualitatively, it 
would be unfortunate to have this ques- 
tion intermingled with the problem of se- 
curing an adequate capital margin.” 
The difficulties involved in classifying 
bank assets into groups which are homo- 
geneous with respect to risk constitute a 
further problem. Like any system of 
classification, the division of assets into 
groups, such as fixed assets, loans, etc., 
ranked in order of “riskiness” depends 
for its success upon the degree of homo- 
geneity. Except for two classes, viz., cash 
and United States government securities, 
the items comprising each category are 
far from uniform in quality. As a matter 
of fact, qualitative distinctions between 
different asset items within a category 
may well be much greater than the differ- 
ence from one category to the next. 
Evaluation of qualitative differences in 
bank assets can be achieved more or less 
successfully only by review of the indi- 
vidual items. So far, periodic bank ex- 
aminations appear to be the best prac- 
tical method of accomplishing such an 
evaluation. Furthermore, there is no ob- 
jective measure of risk that could be ap- 
plied to each of the categories of assets. 
2 There are legal limitations on bank lending in 
relation to capital. Such limitations are, however, 
quite distinct from the qualitative credit control in- 
volved in a capital ratio formula based upon asset 
quality. Limitations such as that upon the amount 
that can be loaned to one individual or the aggre- 
gate amount of real estate loans that can be held in 
relation to capital are intended to prevent undue 
concentration of bank loans. Capital is merely a con- 
venient basis to which the limit may be tied and does 
not imply that a certain portion of the capital is set 
aside to cover losses that may occur in such loans. 
Further, such limitations do not tie up capital in the 
same way that the qualitative capital ratio would. 
In the first case each limitation is independent and 
may be considered separately, whereas in the second 
case the asset portfolio must be considered as a 
whole, and a change in holdings of one type of asset 
would increase or decrease the amount of capital 


available to support holdings of other types of 
assets. 


The selection of four or five arbitrary 
capital ratios, one for each of the asset 
categories, would be a dubious improve- 
ment over the selection of one arbitrary 
ratio of capital to total assets. There 
could be no general agreement upon the 
formula to be used and, as a consequence, 
the supervisory authorities would be sub- 
ject to continuing and conflicting pres- 
sures for lowering the capital require- 
ments on different types of assets. 

It should be remembered that the 
capital ratio has never been regarded as 
the solution to all supervisory problems. 
Quality of bank management, economic 
situation of the community, and composi- 
tion of the assets of an individual bank 
are factors which must also be taken into 
account. The most effective way to 
handle the wide variety of problems con- 
fronting individual banks is through the 
examination procedure, by which each 
bank’s situation is appraised and indi- 
cated action is discussed with its direc- 
tors. The capital ratio standard is in- 
tended only as a rough administrative 
guide to assure a margin sufficient to 
meet normal banking needs. Further- 
more, it is intended as a minimum with 
the expectation that most banks will have 
a higher capital margin. If a bank is in- 
curring excessive risk because of undue 
concentration of its investment program 
in one industry or group of borrowers or 
because of substantial holdings of sub- 
standard assets, that is a problem to be 
handled through the examination pro- 
gram. Problems involving substandard 
asset holdings or failure to diversify 
properly can be solved only by liquida- 
tion of the items causing the trouble or 
the establishment of adequate reserves. 
Increasing the capital ratio would not be 
an appropriate remedy. In any case it 
would be most difficult to persuade any- 
one to put additional capital into a bank 
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which had large amounts of substandard 
assets or unwise concentrations of risk. 

In summary, it appears that the ratio 
of total capital accounts to total assets, 
based upon book values, presents the 
least difficulties and offers the most use- 
ful standard to guide the supervisory au- 
thorities in their efforts to bolster the 
bank capital position. The question of 
establishing the level of the ratio must be 
decided on the basis of administrative 
considerations, since an appropriate ac- 
tuarial basis for determining the precise 
amount of capital needed by each bank 
does not exist. There are a few general 
principles which may be applied in devel- 
oping a long-run program. The minimum 
acceptable ratio would provide a reason- 
able margin of protection against losses 
which examination procedures fail to de- 
tect as well as those which may occur 
between examinations. At the beginning 
of such a program, regulatory authorities 
cannot adopt a standard ratio which is so 
high that a large proportion of the banks 
do not conform or cannot conform with- 
out substantial increases in their capital. 
Supervisory efforts can be directed 
against only part of the banks at any one 
time. Accepting the average ratio as a 
standard and constantly endeavoring to 
strengthen the capital of those banks be- 
low this level would have the effect of 
exerting a continuous upward pressure 
where the threat of equity dilution is 
most serious. 

Implementation.—Not the least impor- 
tant in a discussion of the bank capital 
ratio as an administrative device is the 
question of the measures which are indi- 
cated by its application to individual 
banks. The listing of the institutions 
whose capital ratios depart widely from 
the standard on the low side provides 
only the starting-point for remedial 
action on the part of the supervisory 


authorities. Thereafter, the supervisors 
may choose among several courses. 

It is beyond the scope of this paper to 
do more than to indicate in general the 
steps to be taken in achieving corrective 
action. The first step would be to under- 
take a detailed examination of the insti- 
tution which has been found to be oper- 
ating with an unduly low capital margin. 
The primary object of this examination 
would be to disclose the reasons account- 
ing for the particular capital ratio in each 
instance. 

A careful review of the completed ex- 
amination in each case would suggest to 
the supervisory authority specific meas- 
ures of a positive nature to remedy the 
weaknesses. For example, if it is appar- 
ent that a series of unusual losses have 
eaten into the capital accounts, the su- 
pervisory authorities may feel called 
upon to take steps calculated to improve 
the quality of bank management. Espe- 
cially would this be true if the losses were 
more or Jess clearly the result of poor 
judgment in the selection of credit risks 
or the unwise management of the securi- 
ties portfolio. On the other hand, losses 
resulting from the misfortunes attending 
a crop failure or the economic deteriora- 
tion of a community or a whole region 
could hardly be laid at the doorstep of 
management. In the latter instances, su- 
pervisory policy would depend on the 
long-run prospects for rehabilitation. 

The review of an examination report 
covering a bank with a relatively low 
capital ratio may reveal that the ex- 
planation is to be found in a short-run 
expansion of deposits. In these circum- 
stances, the supervisory authorities 
would be obliged to judge the prospects 
for permanent retention of the increased 
deposit volume. If the growth in deposits 
is rather clearly temporary in character, 
the authorities would not necessarily be 
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called upon to require a permanent addi- 
tion to the bank’s capital. However, 
secular growth in deposits for an institu- 
tion would undoubtedly warrant per- 
manent addition to the capital account. 

At the present time, in the absence of 
violation of the law respecting capital 
impairment, the supervisory authorities 
have to rely primarily upon their ability 
to persuade the banks to increase their 
capital accounts, either through sale of 
additional stock or the retention of earn- 
ings. In such cases, legal justification for 
pressing the banks to augment their capi- 
tal accounts is not clearly defined. Conse- 
quently, administration of the capital 
standard would be facilitated by a provi- 
sion of law empowering the supervisory 
authorities to limit or prohibit payment 
of dividends until the capital accounts 
had been built up to an adequate amount. 
Such a provision would be more feasible 
than one empowering supervisors to re- 
quire the sale of additional capital stock, 
since there might not be a market for the 
stock. The argument that such a limita- 
tion or prohibition on the payment of 
dividends would discourage investment 
in bank stock carries little weight since, 
in recent years, the sale of bank stock has 
not been an important source of new 
bank capital. 


Scarcely anyone who is familiar with 
the activities of bank supervisory agen- 
cies would argue that banks identified by 
outrageously low capital ratios which 
upon examination have been found to 
engage in unsafe and unsound practices 
could not be dealt with quite effectively. 
If the necessary additions to the capital 
accounts were not forthcoming, institu- 
tions in this predicament have been 
closed or merged with a sound bank. 
Furthermore, supervisors have followed 
a positive course of action, even though 
management has not been guilty of 
wrongdoing, whenever capital impair- 
ment was evident. 

To sum up, then, the use of the capital 
standard ratio as an administrative de- 
vice goes far beyond the preparation of a 
few statistical tabulations which may be 
used to dress up speeches concerning the 
desirability of adequate bank capital. 
Using the ratio makes it possible to 
identify certain institutions which war- 
rant study calculated to disclose the 
reasons why the ratio in each instance 
departs materially from the average. 
Depending upon this explanation, the 
supervisory authorities may adopt re- 
medial measures appropriate to the 
individual situation. 


WASHINGTON, D.C. 
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RECONCILING AGRICULTURAL AND FOREIGN TRADE POLICIES 


D. GALE JOHNSON 


URING the past few years the United 
States has been espousing programs 
designed to expand the volume of interna- 
tional trade and to maintain friendly eco- 
nomic relations among nations. The Recip- 
rocal Trade Agreements program was ad- 
mittedly pushed forward very cautiously 
from 1934 until World War II. Starting with 
the Atlantic Charter and ending with the 
present trade negotiations at Geneva, sev- 
eral positive and far-reaching steps have 
been taken. Included among these were the 
policies set forth in the master Lend-Lease 
agreement, the backing given to the Inter- 
national Bank and the Monetary Fund, and 
the bold proposals for an International 
Trade Organization, first made in 1944. 

Despite the positive elements that now 
mark our foreign-trade policy, foreign gov- 
ernments and economists must view Ameri- 
can trade-policy actions with considerable 
misgiving. United States trade policy places 
emphasis upon multilateralism; the Export- 
Import Bank is a strong force resulting in a 
significant degree of bilateralism. The Unit- 
ed States favors a policy of fair competition 
among private parties; we refuse to with- 
draw subsidies to our own ocean shipping 
and permit it to win or lose on the basis of 
its relative efficiency. As a matter of policy, 
the United States has advocated nonsub- 
sidized competition in international air 
transportation when our competitive possi- 
bilities are strong. The United States op- 
poses preferences and discrimination, yet 
we have no intention of giving up the Cuban 
preferences. 

The most disquieting element in the 
whole picture, however, is to be found in 
American agricultural policy and the pro- 
tective elements implied in that policy. 
The disrupting influence that may arise be- 
cause of the basic tenets underlying present 
agricultural policy was indicated by the re- 


cent action in the House of Representatives 
proposing the imposition of an import quota 
on wool as a means of increasing the price 
of wool.’ 

Over the last fifteen years various sec- 
tions of and amendments to agricultural 
legislation have contained provisions for 
the control of international trade. Ad- 
ministrative authority has been granted to 
permit the use of export subsidies or dump- 
ing,’ import quotas,’ import fees, and com- 


* This is not the only evidence of a general con- 
gressional disregard of the existing foreign economic 
policy. Numerous attempts have been made to mod- 
ify executive authority with respect to reciprocal 
trade-treaty negotiations. Foreigners must also be 
conscious of the strong congressional undertone 
which almost resulted in halting the Geneva trade 
conference and apparently forced President Truman 
to issue an executive decree which must have the 
result of crippling the Reciprocal Trade program. In 
Executive Order 9832 (12 Federal Register 1363), it 
is ordered that an escape clause be inserted in all 
future trade agreements. Every new trade agreement 
must include “a clause providing in effect that if, 
as a result of unforeseen developments and of the 
concession granted by the United States... . [any] 
article is being imported in such increased quantities 
and under such conditions as to cause or threaten 
serious injury to domestic producers of like or similar 
articles, the United States shall be free to withdraw 
the concession... . . ” Other nations will undoubt- 
edly wish to be free to the same extent. 


2 Section 32 of the Agricultural Adjustment Act 
of 1933 authorizes the Secretary of Agriculture to 
expend funds to encourage the exportation of any 
agricultural commodity or to cover losses incurred 
in the export of agricultural commodities. Section 21 
of the Surplus Property Act of 1944 provides for the 
sale of surplus agricultural products for export at 
competitive world prices, without regard to domestic 
prices. 


3 Section 22 of the Agricultural Adjustment Act 
of 1933 granted the President authority to limit the 
imports whenever any commodity was being im- 
ported in sufficient volume to interfere with the oper- 
ation of a program authorized by the Soil Conserva- 
tion and Domestic Allotment Act and the Agricul- 
tural Marketing Agreement Act of 1937. (This par- 
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pensating import and processing taxes. 
In addition, import excise taxes and process- 
ing taxes have been added as a part of the 
Internal Revenue Code to provide addition- 
al protection for certain agricultural prod- 
ucts, principally fats and oils.° 

This country has engaged in export sub- 
sidization and dumping in the case of cot- 
ton, wheat, corn, tree nuts, fruits, tobacco, 
and certain dairy and meat products. Most 
of the export stimulation has been restricted 
to cotton and wheat. Import quotas have 
been applied in the case of cotton, wheat, 
and sugar. 

Many people are completely unaware of 
the extent to which our trade program has 
been modified as a means of mollifying agri- 
cultural interests. Two significant points 
may be noted. Several trade agreements 
contain quota limitations upon the volume 
of imports that may enter at the reduced 


ticular section, while an amendment to the A.A.A. 
of 1933, was passed as part of Section 1 of the Agri- 
cultural Marketing Agreements Act of 1937). The 
Sugar Act of 1937 and now the Sugar Act of 1948 
provided for import quotas on sugar and specified 
the distribution of quotas among nations. 


4Section 22 of the Agricultural Adjustment Act 
of 1933 permits the President to impose import fees 
under the conditions required for imposition of im- 
port quotas. No import fees have been imposed. 


s The Agricultural Adjustment Act of 1933 per- 
mitted the Secretary of Agriculture to impose a com- 
pensating'tax upon imported goods if such goods com- 
peted with a domestic product which was subject to 
a processing tax. The same Act required the imposi- 
tion of processing taxes upon any processed article 
made from a product subject to a domestic process- 
ing tax. The Sugar Act of 1937 imposes a similar 
tax upon all imported refined sugar. 


‘Import excise taxes now in effect cover most 
animal and fish oils. Important vegetable oils are 
either subject to an import excise tax or a processing 
tax. Coconut, palm kernel, palm, sesame, and sun- 
flower-seed oils are subject to processing taxes. Im- 
port excise taxes are subject to reduction or binding 
against increase through the Reciprocal Trade Agree- 
ments Act. However, processing taxes can be bound 
only against increase in trade agreements. In gen- 
eral, the processing taxes have been imposed on 
products not produced in this country, while the im- 
port excise taxes have been placed on products that 
are directly comparable to domestic commodities. 
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tariff rates. Though such quota arrange- 
ments have been applied to certain non- 
agricultural products—wood shingles, pe- 
troleum, and boots and shoes—the opening 
wedge seems to have been made in the case 
of agricultural products.’ 

The second point involves noting the de- 
gree to which the presumed protectionistic 
needs of agriculture are reflected in Ameri- 
can proposals for an International Trade 
Organization. Though our policy generally 
opposes quantitative restrictions, import 
restrictions on agricultural products are per- 
mitted if there is a domestic production- 
control program or a domestic surplus-dis- 
posal program in operation.’ Though many 
types of subsidies are inimical to the general 
trade program, the article on subsidies is 
extremely mild, going so far as to permit ex- 
port subsidies under certain, not too re- 
strictive, conditions.® 

Why has American agricultural policy 
become so closely associated with such ex- 
treme protectionistic devices and view- 
points? The answer to this question is com- 
plex, yet two fairly simple points seem to ex- 
plain much of the present situation. 

There are a limited number of farm areas 
dependent upon the production of commod- 
ities long favored by trade restrictions. 
Wool, sugar, and beef are the only important 
commodities in this group. Until 1930 these 
groups were largely outweighed by the more 
important segments of agriculture built 
around cotton, wheat, tobacco, and corn 
and hogs. The producers of these groups had 
a vital interest in expanding world trade. 


7It is difficult to imagine a trade device that is 
more disrupting to trade than the tariff quota. 
When a new quota period begins, prices are seriously 
disturbed in both exporting and importing nations 
and important windfall gains and losses are insured. 


§ U.S. Department of State, Suggested Charter for 
an International Trade Organisation of the United 
Nations (September, 1946), art. 19, pp. 12-13. 


» Ibid., art. 25, pp. 18-20. If a commodity is in 
burdensome world surplus and this surplus cannot 
be eliminated by joint national action, a nation may 
resort to export subsidies if it does not increase its 
share of the world market relative to a past represen- 
tative period. 
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However, the coming of the thirties— 
with the depression and the breakdown of 
world trade—led to the development of 
national and nationalistic programs to 
handle the economic problems of farmers. 
Either because of a lack of imagination or 
because of certain social values, the meas- 
ures and programs adopted were of such a 
nature as to require the control of trade. 
Consequently, farmers in the formerly 
strong free-trade sectors of agriculture— 
cotton, wheat, and tobacco—soon came to 
attach more significance to the operation 
of the domestic agricultural programs than 
to the possible gains to be realized from a 
freer flow of trade."° 

At stake in this change of attitude was 
the effectiveness of production control pro- 
grams, commodity loans, and surplus dis- 
posal measures. The domestic programs 
capable of transferring real gains to the 
farmers were those that acted to increase 
prices relative to world or export prices. 
The basis of the inconsistency of the agri- 
cultural programs and trade policy was in 
the inherent tendency of the agricultural 
programs to drive a wedge between domestic 
and foreign prices. 

It is almost valid to argue that the effec- 
tiveness of domestic programs was the great- 
er the larger the differential between domes- 
tic and foreign prices. Thus cotton produc- 
ers, for example, began to place increasing 
emphasis upon the level of the loan rate, 
rather than upon the level of the demand for 
agricultural products, including foreign de- 
mand. 

It is at once apparent that programs de- 


*° Edward O’Neal, president of the American 
Farm Bureau Federation, stated his position as fol- 
lows: “Also we favor such additional appropriations 
as appear necessary under present disturbed condi- 
tions to provide the proper governmental agencies 
an opportunity to regain and maintain the normal 
percent of the world market for our exportable farm 
surpluses without, however, affecting adversely 
domestic markets. Likewise, we favor such addi- 
tional restrictive measures as may be necessary and 
workable to reduce imports of competitive farm 
products to their normal percent of our domestic 
markets” (Hearing before the House Committee on 
Agriculture [76th Cong., rst sess.], p. 290). 


signed to increase domestic prices by re- 
stricting supply and increasing demand 
must be assisted by measures restrictive of 
trade. A production-control program ap- 
plied to an export product cannot increase 
domestic prices relative to foreign prices 
and will increase domestic prices only as it 
influences world prices. The obvious solu- 
tion is to divorce domestic and foreign 
prices by import restrictions and resort to 
export subsidies. The same type of situation 
is presented by a commodity normally im- 
ported. Without raising tariff rates or im- 
posing quotas, domestic programs will in- 
crease prices only as the influence of the 
program spreads to the entire world. 

Commodity-loan programs indicate the 
problem more specifically than other types. 
If the United States sets a loan on cotton at 
twelve cents and Brazilian cotton of the 
same grade is selling at eight cents, the Unit- 
ed States is faced with two alternatives. On 
the one hand, we can make loans on a suffi- 
cient volume of cotton to raise market prices 
throughout the world to twelve cents. On 
the other hand, we can restrict imports and 
influence directly only the American price. 

Is there any way that agricultural pro- 
grams and trade policy can be made more 
compatible? The ways of accomplishing this 
task, which can only be briefly noted here, 
are at hand. However, the changes that 
must be made to achieve consistent agri- 
culture and trade policies are of consider- 
able magnitude and importance and the 
task of achieving rational policies in both 
areas is difficult. 

Most of the adjustments will have to 
come in agricultural programs. The reason 
for this is fairly simple: the structure of 
trade policy has already been greatly modi- 
fied to meet the needs of agricultural pro- 
grams. In fact, trade policy has probably 
been modified to an extent greater than de- 
sirable. Admittedly, most of the modifica- 
tions in trade policy have been of a negative 
sort, providing for the use of restrictionist 
devices under certain conditions. 

One positive modification of trade policy 
is needed. This modification is the tackling 
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of price instability in internationally traded 
goods. Thus far United States official policy 
has been strongly against taking direct and 
positive steps in this field. Numerous pro- 
posals have been advanced for achieving in- 
ternational price stability. The proposals 
that have been made do not seem to have 
received the consideration that they merit. 
In any case, the American position can be 
criticized for taking so definite a negative 
attitude on this point. 

American farm policy has had numerous 
objectives. The price programs, however, 
have been restricted to two related objec- 
tives, namely, increased farm prices and in- 
comes and greater price stability. Achieving 
higher and more stable incomes through 
manipulation of market prices necessitates 
trade restrictions. Assuming that these two 
objectives will continue to be politically 
significant, can they be achieved without 
resulting in inconsistencies with trade poli- 
cy? I believe the answer is in the affirmative. 

Production control, commodity loans de- 
signed to increase market prices, and sur- 
plus disposal operations must be discarded. 
In their place must be used programs that 
have relatively modest impacts upon mar- 
ket prices. 

In the reformulation of agricultural pro- 
grams, emphasis should be placed upon 
transfers of income that take place outside 
the price system. Current programs attempt 
to increase farmers’ incomes by raising 
prices. The difficulties this procedure puts 
in the way of a sound trade policy have been 
noted above. 

In brief, a farm program which would 
not cause serious difficulties in the interna- 
tional trade sphere might have the following 
facets: 

1. A food and fiber program designed to 
improve the functioning of the marketing 
process by reducing monopoly and fostering 
new technological developments, to increase 
the breadth of the market by finding new 
uses for agricultural products, and to main- 
tain consumer purchasing power for farm 
products by special programs similar to the 
food stamp plan. 
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2. A grain-storage program designed to 
stabilize the available supplies of feed and 
thus indirectly to contribute toward stabil- 
ity in the prices of livestock and livestock 
products. 

3. A conversion program designed to re- 
duce the supply of resources, particularly 
labor, in regions subject to chronically low 
incomes. Emphasis would be placed upon 
migration of labor and the recombination of 
the resources remaining in the area in order 
to make the most efficient use of the re- 
sources. 

4. A depression program of price and in- 
come payments as a means of eliminating 
the most serious aspects of price and income 
instability. This program, while secondary 
to a full-fledged countercyclical program, 
would guarantee farmers that, in the aggre- 
gate, farm income would be maintained at a 
specified level. 

The above program does not involve any 
income transfers to agriculture during peri- 
ods of full employment, except as such trans- 
fers are a part of a program designed to cor- 
rect a long-run oversupply of resources in 
particular areas. The program is predicated 
on the assumption that positive and effec- 
tive steps will be taken to provide an outlet, 
through maintaining high levels of employ- 
ment, for the excess supply of farm labor. 
Failing this, farm incomes will fall far below 
incomes in other sectors of the economy 
and it will be politically impossible to avoid 
income transfers to agriculture as a long- 
run proposition. 

The program most relevant to the pres- 
ent issue is that of price and income pay- 
ments. In the acceptance or rejection of such 
payments by farm groups lies the possibil- 
ity of resolving the inconsistencies in trade 
and farm programs. The fundamental as- 
sumption of this program is that market 
prices would be permitted to seek their own 
levels. Any income or price commitment 
would be made as a direct payment to farm- 
ers. 

Interestingly enough, the legislative 
framework now exists for this program in 
the Price Adjustment Act of 1938 which 
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provided for the so-called parity payments, 
and in section 32 of the Agricultural Adjust- 
ment Act of 1933." In 1935-36 an actual 
price-payment program, designed to permit 
cotton to move into consumption rather 
than into storage, was in operation.” 

Farm groups have looked upon a system 
of price or income payments with disfavor. 
Such disfavor seems to be generated by the 
feeling that all income should be earned and 
the erroneous assumption that any income 
received through the market place is earned. 
Without touching upon the ethical evalua- 
tion of incomes received in a purely competi- 


™ The Price Adjustment Act of 1938 provided for 
making up the difference between the average farm 
price and 75 per cent of parity for wheat, cotton, 
corn, rice, and tobacco. Certain restrictions, how- 
ever, were placed upon the allocation of the funds. 
Section 32 explicitly provides for direct payments on 
the domestically consumed portion of a product plus 
payments on exports as well as an omnibus clause 
permitting funds to be used to encourage greater 
demands and new outlets. It was this latter clause 
that was used to justify the cotton-price payments 
program. 


” A loan rate of twelve cents was granted on the 
1934 crop of cotton. This increased the American 
price relative to the world price, and American cot- 
ton exports fell off drastically. In 1935 it was decided 
that a better procedure would be to permit the mar- 
ket price to seek its own level and pay producers the 
difference between twelve cents a pound and the 
average level of prices prevailing at ten designated 
spot-cotton markets on the day the producer made 
his sale. The program involved payments to 1,200,- 
ooo producers for 7,500,000 bales of cotton. Total 
administrative expenses were about $3,000,000. Ex- 
ports from the 1935 crop were considerably larger 
than from the 1934 crop, as one would expect. 


tive market, it is obvious that income re- 
ceived from sale of products at prices bol- 
stered by government action are no more 
earned than if the government made a di- 
rect income transfer. 

The more important reason for disfavor 
is that larger income transfers can be 
achieved by indirect than by direct means. 
In other words, smaller appropriations are 
required for a program based on commodity 
loans, production control, export subsidies, 
and surplus disposal than for a program re- 
quiring all income transfers to come directly 
from the Treasury."3 


UNIVERSITY OF CHICAGO 


3 In a Senate hearing, President O’Neal of the 
American Farm Bureau Federation supported the 
indirect method. “Under the Farm Bureau plan, the 
Government aid to farm income would be largely 
indirect and thereby more comparable to that af- 
forded other groups. The Government Aid would be 
reflected in higher prices in the market place for farm 
products. This would be more acceptable to farmers, 
consumers, and taxpayers” (Hearings before the 
Senate Committee on Agriculture and Forestry on 
S. 935 (77th Cong., 1st sess. ], p. 27). Later O’Neal 
said that the particular proposal made by the Farm 
Bureau—an increase in the loan rate to 85 per cent of 
parity, and the payment of subsidies to give farm 
price returns equal to 100 per cent of parity—“would 
be most acceptable to all groups of farmers .. . . in 
the protection of their prices and income with the 
minimum drain upon the Treasury” (p. 32). In ex- 
hibits to his testimony, O’Neal showed that if farm- 
ers were to receive an income equal to parity price 
on their production by paying subsidies in addition 
to market price, the cost to the government would 
be $1,143,900,000. If loans were set at 85 per cent of 
parity, the governmental cost would be only $512,- 
000,000 (p. 34). 








LEAKAGE PROBLEMS IN FLEXIBLE TAXATION 


THEODORE A. SUMBERG 


w economists today would deny the 

need for a countercyclical fiscal policy. 
An increasing number are interpreting such 
a policy to mean varying federal tax rates 
rather than federal expenditure volumes. 
Since tax receipts will probably stand at 
about 15 per cent of the post-transition 
national income in the United States and 
Great Britain, it is certainly not wise to 
overlook the possible usefulness of flexible 
taxation. However, as with flexible expendi- 
ture, leakage presents an inescapable diffi- 
culty. It may be well, therefore, to con- 
sider briefly some of the complex problems 
of leakage confronting a flexible taxation 
program. 

Comes a depression and the taxpayer 
learns from his government that his tax 
liability has been reduced from $100 to $80. 
He then will spend part of the $20 and add 
part to his cash balances. The spent portion 
will generate higher income from which 
there will be an expansion of imports and 
enlarged payments of taxes at the lowered 
rate levels. The portion of the $20 not enter- 
ing domestic expenditure channels, after a 
succession of expenditure periods, consti- 
tutes the usual leakage. On the opposite side, 
in inflation, an increase in tax liabilities may 
be financed out of dissaving, reduced ex- 
ports, or lowered tax payments at the raised 
rates rather than out of funds entering ex- 
penditure channels. Leakage and dissaving, 
therefore, limit the effectiveness of a flexible 
taxation policy. 

The first question to consider is the speed 
of peoples’ adjustment to their unexpected 
$20. Differences in individuals’ adjustments 
to three parallel situations may be distin- 
guished: when taxes are reduced, when 
wages or salaries are raised, and when prices 
decline, all to the same extent in terms of 
real income. The robot-rational Homo eco- 
nomicus would behave in the same way, but 
not so with our average man in the street. 


However, scientific economics can make no 
statements here of high predictive value. 
Yet, though lacking in solid evidence, most 
economists would probably agree that the 
public in general, and especially wage- 
earners as a class, would adjust more quickly 
to a wage rise than to a price level decline.” 
This result would probably come about be- 
cause the average individual is more aware 
of the effect on his income of a change in his 
wages than of one in the general price level. 
The degree of public awareness of the change 
would seem to be the determining factor. 
In the case of a price decline he might even 
default on a definite act of adjustment, to 
find himself at the end of a particular pe- 
riod, perhaps even to his surprise, with in- 
creased savings. However, expanded savings 
may also result from a quick, conscious ad- 
justment, depending on circumstances noted 
below. Relevant in this connection also is 
the popular feeling of the degree of per- 
manence of the type of income change. 

As to a tax decline, if it were clear, pos- 
sibly even dramatic in the mind of the aver- 
age individual, he would respond compara- 
tively quickly, whatever the relative extent 
of consumption and savings expansion, 
while, if the change were “hidden,” he would 
respond relatively slowly and perhaps large- 
ly by default through a rise in savings. For 
the main taxes it is possible to conjecture 
that changes in the personal income tax 
would evoke the relatively quick type of ad- 
justment behavior, while with most excise 

* Jacob Marschak has attempted to show this in 
relation to the consumption of one commodity, meat. 
His conclusion is: “Yet with the material now at 
hand, we can venture the statement that a reduction 
of money incomes (especially those of non-farmers) 
is likely to have a somewhat stronger effect on the 
next expenditure on meat than would a proportion- 
ate rise in the price of meat, accompanied by a pro- 
portionate rise in the price of other foods and/or in 
other living costs” (“Money Illusion and Demand 
Analysis,” Review of Economic Statistics, XXV 
[February, 1943], 48). 
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tax changes the price-change type would 
rule. It is hard to be positive about a cor- 
porate income-tax change because of its eco- 
nomic distance from individuals’ savings 
and consumption. Taking all these taxes to- 
gether, it is likely that in these days of war- 
enhanced tax consciousness the average in- 
dividual would tend to respond more in 
the case of a wage change than with a 
price change. A further consideration is that 
a few years’ experience with a flexible tax 
program would enhance public sensitivity to 
tax changes. All this of course would be de- 
sirable for the quickest possible realization 
of such a program’s income-control objec- 
tives. 

In further examination of the $20, it may 
be asked whether this sum will be included 
indistinguishably with other disposable in- 
come or whether it will be treated separately 
as a windfall. The first case means that the 
elated taxpayer feels no reason to set aside 
this uncommon largess from the govern- 
ment. And this means that part of the $20 
will be discharged into the swelling expendi- 
ture stream. But as disposable income is in- 
creased, it will become subject to declining 
marginal propensity to consume. And so, 
celeris paribus, the greater the reduction in 
the amount of tax liability, the greater will 
be its leakage rate, and, therefore, the lower 
the usefulness of tax reduction as an income- 
control measure. In other words, there is a 
diminishing marginal utility at work in the 
flexible taxation policy; but only empirical 
investigation can disclose at what point of 
dosage tax reduction becomes relatively less 
efficacious than alternative remedial meas- 
ures. 

There will also be cases where individuals 
will regard the $20 as a windfall. The wind- 
fall sum might then be best regarded, not as 
falling into place within the precincts of the 
regular disposable income, but as standing 
outside, as it were, and subject to somewhat 
distinctive patterns of expenditure. Unfor- 
tunately, here too economics shows a blank 
face, for little is known of the relative dis- 
position of windfall sums into consumption 
and saving portions. But it seems a fair guess 
that a larger proportion of the expenditures 


of windfall income than of the spendable 
part of regular income would be directed to 
purchasing consumer durables and luxury 
services. This would be all to the good as 
these areas of economic activity are usually 
hardest hit in depression. 

Countercyclical tax modification may 
have another windfall effect of a somewhat 
more restricted sort. This would be particu- 
larly, though not solely, true in case the cor- 
porate income tax were subject to counter- 
cyclical manipulation. Once the crisis were 
over, the result of such a tax reduction 
would undoubtedly be stimulating to the 
security markets and therefore lead to an 
increase in the volume of capital gains. It is 
even reasonable to expect that security- 
holders would increase certain types of con- 
sumption as a result. There is no reason to 
cavil at this sequence of events from the 
viewpoint of reaching higher income and 
employment, although there is a question as 
to the political approval of the class locus 
of this gain in consumption. 

There is a great deal of importance in all 
this as to the type of tax flexed. In other 
words, it is not only the size of the tax reduc- 
tion—$2o in our example—but also the in- 
come position of its receivers. The increase 
in the community’s marginal propensity to 
consume will vary considerably depending 
on what tax serves as the channel for the 
reduction of the tax liability. The increase in 
the community’s marginal propensity to 
consume would be lowest with a reduction 
in the corporate income tax (barring possible 
investment effects). The personal income 
tax stands in contrast to the corporate in- 
come tax, as would the pay-roll tax were the 
revenue funds not largely derived from the 
employer as in the case of the United States. 
The situation in the case of excise levies de- 
pends upon the particular character of the 
commodities serving as tax base, there being 
an obvious difference here between luxury 
and mass-consumption goods. For a flexible 
taxation policy the more regressivity in the 
tax system the better. 

The timing of the tax reduction is also 
important. Coming at the onset of a depres- 
sion, the $20 may serve merely to swell the 






















574 


community’s cash balances. Businessmen in 
particular, if caught in a panicky cash-hold- 
ing mania, may bury their part of the $20 in 
liquidity holdings. However, all is not lost 
here, as it is an advantage to satisfy a panic 
rise in liquidity from tax-freed funds so as to 
moderate the incontinent and untimely rush 
to unload goods. Moreover, some comfort 
may be gained from the fact that these 
swollen reserves, when the silver lining in 
the economic stratosphere becomes more 
visible, might help to finance quickly ex- 
penditures of all sorts. The $20 would, of 
course, be particularly effective at the be- 
ginning of an upturn when its expenditure 
might have great income-creating impact, 
especially were it able to coax out into the 
income stream timid dollars normally clois- 
tered in cash balances. 

If the $20 will indeed have a coaxing func- 
tion, it will be only because businessmen 
want to be on the ground floor of an antici- 
pated rise in community income. But people 
may also start a rush of new spending in 
anticipation of the tax reduction itself, with 
the obvious exception of anticipated cuts in 
excise levies. Feeling that their tax burdens 
will soon be lighter, they may loosen up their 
spending policy. Such behavior, if wide- 
spread, might have the welcome effect of in- 
come expansion before the date of tax reduc- 
tion and perhaps make such reduction, 
when it takes place, smaller in volume than 
originally planned. But it is also conceivable 
that an expected tax cut would be accepted 
by a perverse psychology as an alarm signal 
for an oncoming depression, which would 
lead to a general retrenchment policy, there- 
by advancing the date of depression (which 
might not have been on the way at all). The 
moral is that the government will have to be 
prepared to dispel short-period unsettle- 
ment immediately prior to the permissive 
dates of tax-rate variation. But this is no 
different from the regular and perverse ef- 
fects showing up in anticipating changes in 
a flexible expenditure program. 

One enters very slippery territory in try- 
ing to determine the effects of flexible taxa- 
tion on investment expenditures. The un- 
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derpinning becomes still less steady if each 
of the main taxes has to be analyzed in this 
regard. Bolder than angels, however, is 
Harold Loeb, who states that variations in 
the corporate income tax can assure “the 
optimum level” of private capital formation. 
His words are: 


In short, taxes on corporate profits could be 
lowered to stimulate private capital formation 
when private capital formation was below the 
optimum level, and profit taxes could be raised 
to forestall or reduce the formation of excess 
capital when private capital formation was in 
excess of the optimum volume.? 


This statement, of course, presupposes with- 
out proving a very high profit-expectations- 
elasticity of investment spending. It also 
overlooks the fact that the entrepreneur 
may be discouraged in making investments 
in depression, even at low tax rates, if 
he knows higher rates will eat away his 
profits as business improves. It therefore 


‘seems the better part of valor, short of ex- 


perience, to avoid dependence upon any 
sizable change in the level of investment 
spending as a result of countercyclical fluc- 
tuations in tax rates. 

How does flexible taxation stack up 
against flexible expenditure in regard to 
leakage? It seems reasonable to expect less 
leakage for the latter than for the former, at 
the same cycle point. This belief rests on the 
low leakage usually imputed to the con- 
struction dollar. It is subject to revision, 
however, if it is possible to arrange for the 
$20 to be given largely to low-income tax- 
payers. These considerations are important 
in gauging the response of public opinion to 
a choice between flexible taxation and flexi- 
ble expenditure: If the public is more fright- 
ened of large public debt than of large public 
investment, then government authorities 
would be well advised to emphasize public 
works policy; if the public is more frightened 
of large public investment, then flexible 
taxation should receive the emphasis of pol- 
icy. It is an advantage of flexible taxation 


2 Full Production without War (Princeton: Prince- 
ton University Press, 1946), p. 225. 
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that, though it cannot skirt the public debt 
psychosis, it can avoid the weighty fear of 
government intervention in private enter- 
prise and can also claim that it provides for 
a more democratic control of the economy 
than does public works policy, since it gives 
command over resources to free consumers’ 
choice rather than to government decision. 

But, even independent of the leanings of 
public opinion, it would be difficult in any 
concrete situation to fix the proper relative 
dosage of the two flexible arms of a counter- 
cyclical fiscal policy. A balance may be 
struck, however, in terms of principle. Both 
flexible taxation and flexible expenditure 
should be carried to the points where, first, 
the marginal increase in the employment 
they bring about is equal and, second, their 
marginal contribution to social utility is 
equal. But unfortunately these principles 
may work at cross-purposes. If there is 
greater leakage of a tax-remitted dollar than 
of a public works dollar, then policy empha- 
sis should be thrown behind expenditure 
flexibility for employment reasons. But the 
increasing “‘wastefulness” and “boondog- 
gling’”’ associated with public works argues 
for tax reduction on grounds of marginal 
social utility. This seems like a reasonable 
conclusion, but it should be clear that it is 
contingent on the type of taxes chosen for 
rate reduction, the cycle point in question, 
the degree of planning behind the public 
works program, and the investment or con- 
sumption character of the depression. 

The relative effects of the two counter- 
cyclical instruments on the price and wage 
structure must also be kept in mind. In gen- 
eral, flexible expenditure would undoubt- 
edly be more effective in moderating de- 
clines in raw material and other strategic 
prices associated with heavy goods manu- 
facture. If storm winds of depression psy- 
chology do indeed originate at this center, 
there is a strong point here in favor of 
flexible expenditure. The main forte of flexi- 
ble taxation is probably in the stabilization 
of the consumption-goods sector of the 
economy and the relatively less strategic 
price movements therein. 





In all the above there has been no at- 
tempt to minimize the difficulties associated 
with leakage and related aspects of flexibie 
taxation. And this is to pass by other impor- 
tant problems: the relative suitability of the 
main taxes for flexible treatment; the most 
practical and economically most suitable 
time for the tax-rate changes; administra- 
tive and political problems; and the possi- 
bility of negative taxation in a deep depres- 
sion. No suggestion is made that these prob- 
lems are insoluble, but the convergence of 
the weight of their separate difficulties 
arouses skepticism toward those who would 
throw the main burden of countercyclical 
action onto flexible taxation. Kenneth 
Boulding, for example, states that ‘the 
main burden of income control . . . . should 
fall on government receipts.”’ Henry 
Simons rates countercyclical changes in the 
level of personal income tax exemptions as 
“the primary device of monetary stabiliza- 
tion.”’* To some extent this point of view is a 
reflection of the latter-day disenchantment 
with pump-priming. But it seems naive to 
elevate variable taxation to the rank of pri- 
mary instrument of income stabilization in 
view of its substantial economic and politi- 
cal difficulties, some of them the same as be- 
set pump-priming. The malaise with pump- 
priming today is due in no small measure to 
its excessive ballyhoo in the past, and tax 
flexibility will be the loser if it is similarly 
victimized by its friends. More reasonable 
seems to be the view of a growing number of 
economists, as expressed in the first report 
of the Council of Economic Advisers, that 
the “single-track doctrine of fiscal policy,” 
presumably including tax variability as well 
as expenditure flexibility, cannot do the 
whole job. 


New York City 


3 The Economics of Peace (New York: Prentice- 
Hall, 1945), p. 161. 


4 “Federal Tax Reform,” in Planning.and Paying 
for Full Employment, ed. Abba P. Lerner and Frank 
D. Graham (Princeton: Princeton University Press, 
1946), p. 122. 
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The Economics of Disturbance. By Davip Mc- 
Corp Wricut. New York: Macmillan Co., 
1947. Pp. x+115. $2.50. 

As the title indicates, this new volume is con- 
cerned with instabilities of our economic system 
that arise from rapid growth. The fundamental 
proposition of the book is that capitalism is not 
at fault; instead we are merely the innocent vic- 
tims of disturbances that would affect any type 
of social-economic organization of our day. This 
proposition is not introduced without a purpose. 
The goal of Wright’s argument is to make an 
elaborate apology for capitalism and to defend 
this institution against the attacks of socialist 
planners. In fact, the author leaves us a promise 
of more of the same at a later date, namely, a 
book on the “philosophic and aesthetic reason- 
ing which impels” him to prefer capitalism. 

It is a well-known logical theorem that one 
false proposition enables one to prove any prop- 
osition. It cannot besaid of Wright’s book that it 
is illogical, but it also cannot be said that his con- 
clusions are worth anything, being based on a 
proposition that may be false. The first part of 
his book is devoted to the task of attempting to 
prove his main proposition in order that all his 
conclusions can be proved; however, the reader 
feels let down. Wright asks many pertinent 
questions and attacks the right problems, but 
‘the answers are not there. 

Many of his problems of growth can be and 
have been more elegantly treated in mathemati- 
cal models. The effects on the system of dynam- 
ic and changing production functions have been 
studied. Nobody, including Wright, has ade- 
quately treated the cases of new goods, changing 
qualities, and changing tastes. But it has not 
been proved that these are the root causes of 
crises. Wright would like to have us believe that 
they are the causes, however, because they are 
present under socialism also. 

A strong case can be made for the position 
that it is the capitalist mode of production that 
gives rise to crises. One of the main points of 
this position is that capital accumulation in re- 
lation to the profit motive, a purely capitalist 
phenomenon, is the root of all economic evil. 
Superimposed upon this root cause, there are 
various types of disturbances which are not en- 


tirely covered by Wright’s categories of growth. 
Some of the most serious disturbances are wars, 
strikes, speculation, etc. Can socialism be hon- 
estly accused, as can capitalism, of bringing 
such critical disturbances on the world? 
Admittedly, there will be many problems con- 
fronting the smooth operation of a socialist 
economy but, when attempting to analyze the 
operations of a socialist economy, an economist 
must divorce himself from his accustomed frame 
of reference. He must remember that many dis- 
turbances of capitalism are replaced by planned 
operations of socialism and that new types of 
disturbances emerge. This subject requires ex- 
tensive study and not the light treatment given 
in a few pages by Wright. 
Wright’s book is interesting and thought- 
provoking but is by no means definitive. 
LAWRENCE R. KLEIN 


Cowles Commission for Research in Economics 
University of Chicago 


Full Employment and Free Enterprise. By JOHN 
H. G. Prerson. Washington, D.C.: Public 
Affairs Press, 1947. Pp. vii+183. Cloth, 
$3.00; paper, $2.50. 

Pierson has collected his articles, pamphlets, 
and addresses of the period 1942-46 and pre- 
sented them under a comprehensive new title 
in the volume reviewed here. 

By its very nature this book cannot offer a 
smooth, connected flow of thought. The book is 
somewhat repetitious and has no logical pattern 
other than the author’s personal chronological 
development. It has, for this reason, a relatively 
poor style compared with many other serious 
books on technical economic problems. 

There is one major point that appears in 
nearly every chapter of the book. Pierson in- 
sists again and again that the best way to im- 
plement a national full-employment policy is for 
the government to underwrite aggregate con- 
sumer spending at a level that will just maintain 
stable full employment. Most of the other advo- 
cates of a government program consciously di- 
rected toward the maintenance of full employ- 
ment have relied heavily on government invest- 
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ment projects—public works and the like. Pier- 
son argues against the public investment ap- 
proach except as a last resort and presents the 
underwriting of consumption as a workable 
alternative. In dismissing the public investment 
approach (except as a last resort) Pierson has 
adopted many of the arguments of those who 
oppose government activites of any (worth- 
while) kind to establish a full-employment 
economy. 

The reviewer finds it hard to get enthusiastic 
over the arguments as to whether the govern- 
ment policies should be concentrated on the 
side of consumption or on the side of invest- 
ment. The objective should be a full-employ- 
ment economy without the danger of either a 
deflationary gap or an inflationary gap, and con- 
sumption dollars or investment dollars are 
equally high-powered in helping us achieve this 
objective. 

The main arguments in favor of public in- 
vestment,as opposed to the underwriting of con- 
sumption, have been concerned with the need 
for flexibility. If Pierson’s program is to be car- 
ried out by such methods as manipulation of tax 
rates or schemes to alter consumer behavior 
patterns (e.g., social security schemes), he can- 
not expect to have a method to combat the sud- 
den, sharp movements in aggregate employment 
that we have experienced in the past and are 
likely to experience in the future. The Congress 
of the United States has never yet shown an in- 
clination toward rapid alteration of an existing 
set of tax laws to meet a changing economic 
situation. In fact, most taxation debates have 
dragged on for several months because of vari- 
ous irrelevant political maneuvers. There seems 
to be little hope to expect Congress to change its 
attitude toward tax reform. The arguments 
against the adoption of programs to alter con- 
sumer behavior patterns are based on different 
criteria, but these programs have the same fun- 
damental defect of not being sufficiently flexible. 
Policies which attempt to change the spending- 
saving patterns of households are certainly com- 
mendable as long-run policies, but it is very 
doubtful that they could do much good in the 
short run. 

There are various technical aspects of the 
choice among different full-employment policies 
that are not adequately analyzed in Pierson’s 
writings. Which policy has the greatest multi- 
plier effect—spending for public investment, 
tax remission, or expansion of the money sup- 
ply? If the spending multiplier can be shown to 


be greater than the tax-remission multiplier (as 
is the reviewer’s opinion), a case can be made for 
public investment as opposed to the underwrit- 
ing of consumer spending, in so far as the latter 
program is to be carried out by policies of tax 
manipulation. Pierson claims (p. 173) that his 
approach “does not imply acceptance... . of 
any particular brand of business-cycle theory.” 
It is precisely because he does not develop a 
theory that he is not able to give adequate 
treatment to some of the technical matters in- 
volved. It hardly seems possible that any full- 
employment policy can be made acceptable 
unless it is based on a theory. The success of all 
such programs depends vitally on the behavior 
patterns of the individuals in the system, wheth- 
er they be consumers, workers, or capitalists, 
and it will never be possible to study the effects 
of the policies unless there is an underlying the- 
ory of the individual behavior patterns. 

One of Pierson’s wartime papers in this vol- 
ume contains some very poor forecasts on the 
course of postwar events. Pierson recognizes 
clearly his specific mistake in forecasting but 
tries to avoid the real issues by claiming repeat- 
edly that his policies, in no important way, de- 
pend on successful forecasting. Nothing could be 
further from the truth. For example, he states 
(p. 170) that if consumer spending turns out, in 
any period, to be too low and if tax adjustment 
is the specific method adopted to influence con- 
sumer spending, “fiscal experts must calculate 
the additional consumer spending likely to re- 
sult per dollar of tax relief or rebate grant- 
a ” What are the fiscal experts doing if 
they are not forecasting? Similarly, at every 
stage of his program where decisions must be 
taken upon quantitative policy measures, a 
forecast must be made. Any active government 
economic policy must make forecasts and rely 
heavily on these forecasts; Pierson’s recom- 
mended policy is no exception. 

LAWRENCE R. KLEIN 


Cowles Commission for Research in Economics 
University of Chicago 


The Economics of Housing. By Laura M. 
Kincssury. New York: King’s Crown Press, 
1946. Pp. ix+177. $2.50. 

Early in 1946 I left the Navy, accepted a new 
job in Baltimore, and bought a house in a sub- 
urb of that city. The purchase was what is often 
called—no doubt inelegantly—a “shotgun” af- 
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fair, the compulsion being the well-known lack 
of rental housing at O.P.A. ceilings. I spent 
three months examining a great many resi- 
dences of all conditions and prices. The house of 
my final choice appealed to me as the minimum 
swindle; and, since prices had been rising at the 
rate of one or two thousand dollars a month, I 
wasted only about fifteen minutes in making 
my written offer: two thousand dollars more 
than the asking price (which the owner had 
withdrawn while I was inspecting the premises). 
The owner accepted the offer two weeks later, 
on the day that the stock market fell sharply. 

Until Miss Kingsbury’s book came across my 
desk, the irrational basis of my decision to buy 
caused me almost as much lament as the appar- 
ent unreasonableness of the price I had paid. 
Under more normal circumstances, being an 
economist, I should doubtless have spent several 
weeks computing the value of the house: by 
adding the values of all of its uses in years to 
come—in other words, by capitalizing its im- 
puted net rentals. 

If I had gone through this procedure—one 
which any properly educated person could do, 
with the help of a research assistant and perhaps 
one graduate student—I should have been able 
to compare the capitalized value of the house 
with the price asked by the seller; and I could 
have determined whether the house was over- 
priced or a bargain and also (unless some un- 
educated person bought the house while I was 
still figuring) could have found the answer to 
such elusive questions as whether it is cheaper 
to own than to rent. 

I could have found out, too, whether the 216 
monthly payments that will extinguish my 
mortgage (and my middle age) by July, 1964, 
are savings for the evening of my life or the 
price I must pay ultimately when values col- 
lapse for not having been around when houses 
were rising in value. 

I need the answer to another question. If I 
should go on a sabbatical and lease the house to 
somebody else at a given rental, how much of a 
return would I be getting on my investment? 
Asa matter of fact, what is my investment? The 
first owner paid $10,000 to the architect-specu- 
lator, who lost or made money on it in 1936 
when he built and sold it.: The house has de- 
preciated physically, perhaps 20 per cent, in the 


* The amounts I mention here are fictitious, but 
the relationships between them are only too true 
to life. 


decade since then. I paid $18,000 for it and have 
been told it would cost $25,000 to reproduce at 
present costs and with green lumber. Prices of 
homes have fallen since I bought in the spring 
of 1946. A short time ago, however, somebody 
richer in money than perspicacity offered me 
$23,000. Because I had no place to go, I turned 
down the offer. If I should sell now, I might 
make a profit. If I sell in five years, I may get 
less than the $18,000 I paid. If I sell in ten years, 
I may get less than the original cost to build. 
From whatever price I get, I shall have to de- 
duct $500 to $1,200 for agents’ fees. How then 
shall I value my house in order to estimate my 
net worth and the rate of return to be had on my 
investment from renting it, either to myself or 
to somebody else? What portion of my invest- 
ment is in the house and what portion in the 
land? 

These are a sample of the interesting and 
puzzling problems that Laura Kingsbury raises 
in her Economics of Housing. She seeks to clarify 
them by analyzing the theoretical writings of 
representative classical and semiclassical econ- 
omists, as well as by studying the practices of 
various groups in the everyday business of 
housing construction and valuation, namely, 
appraisers, accountants, tax assessors, archi- 
tects, apartment-house managers, and public 
housing agencies. Unhappily, none of these 
groups comes near to settling the problems. The 
majority fails to recognize them. 

The economists have been no more success- 
ful, she maintains, than the rest, in spite of their 
concepts of normal value and of normal return 
necessary to maintain supply. They had the ob- 
ligation to try out their general equilibrium 
theories of normal value and normal return 
against a problem of the great economic im- 
portance of housing. Although they made a few 
scattered attempts to do so, their attempts were 
inconsistent and impractical because they have 
been content with guesswork and have not 
tested their housing terms by trying to gather 
data under them. 

The appraisers are vague and particularistic; 
are inconsistent on whether agents’ and legal 
fees are part of investment; and are oblivious 
about histories of actual rates of return. The 
tax assessors add nothing to appraisal method. 
The accountants devote themselves to cost 
rather than value. The architects are economic 
illiterates. The large-scale apartment-house 
managers could contribute a great deal, if only 
they had the intellectual curiosity to keep books 
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that would show whether they were making 
money. The United States Housing Authority 
operates under rigid conventions, rather than 
realistic practices, and has no more suggestions 
than the rest to help me in valuating my house 
or my return from it. 

Some of these groups, Miss Kingsbury be- 
lieves, could make a contribution toward meas- 
uring the cost of housing: (1) Housing econo- 
mists could tell us what data we need to evaluate 
each building and its land as an organic unit. (2) 
Cost accountants could tell us how to gather 
such evaluation data and how to apportion over- 
head among various units of housing use. (I wish 
Miss Kingsbury could suggest who is going to 
tell the cost accountants.) They could obtain 
the present market value of the land (according 
to methods prescribed by housing economists), 
as well as the present cost of reproducing the 
building (according to data on cost per cubic 
foot furnished by architects or builders). They 
could then depreciate the value of the dwelling 
for its age, according to time-period and method 
developed by housing economists. Finally, they 
could test present cost of replacement, not as 
value, but as capital cost representing the in- 
vestment remaining in the building, to which 
other costs and values should be related. Thus, 
the cost accountants might tell us the true rates 
of return on gross investments in housing. 

Miss Kingsbury believes housing needs a new 
economics that will be part of the quantitative 
general economics foreseen by Professor Wesley 
C. Mitchell. Such an economics will establish 
concrete values, based on the value of house 
and land for existing residential purposes, only 
over the remaining life of the house; and it shall 
do this by means of objective methods that can 
be applied by particular cases and by means of 
figures based on recorded trends. The housing 
economist must build on evaluating situations 
geared to the ever moving market and resulting 
in significant value or investment ratios which 
consumers and landlords will learn to read and 
apply to their own particular cases (p. 163). 

Miss Kingsbury is calling here for concrete 
values in language which I am afraid is more 
abstract than that of Ricardo. I agree with her 
on the sad state of present housing valuation. 
Her book, however, by rejecting the capitaliza- 
tion method, robs it of the little dignity it had. 
She says the method is, in the first place, so 
complicated that businessmen or home-owners 
cannot understand it and therefore cannot use 
it sufficiently to give it validity in theory and is, 


in the second place, the dead end of valuation; 
for, since the capitalized value is obtained 
through discounting with the going rate of re- 
turn, it cannot be used to ascertain that rate of 
return (p. 63). 

This is a shortcoming, to be sure, but it seems 
insufficient ground for firing a seemingly valu- 
able intellectual servant before making sure— 
through careful sifting of market evidence— 
that it is not capable of helping faithfully in the 
problem of housing valuation. Indeed, there 
seems to be an excessive propensity these days, 
among my fellow-empiricists, to dismiss the- 
oretical concepts on almost as little evidence or 
understanding as that on which the theorists 
originally adopted them. 

Miss Kingsbury’s book contains some stimu- 
lating suggestions. As matters stand, however, 
I am no better able than before to estimate my 
position as a result of buying my house. In her 
closing sentences, Miss Kingsbury remarks that 
she has cleared the way for an evaluating struc- 
ture and that she plans to take the second step 
in building it in a later study. For my sake, and 
even for Miss Kingsbury’s, I wish she had writ- 
ten that next study first. The present study 
would still have served as a valuable introduc- 
tion, but I feel sure it would have been written 
rather more explicitly. 

CLARENCE D. LONG 
Johns Hopkins University 


Social Research on Health. By Ot1s DuRANT 
Duncan. New York: Social Science Research 
Council, 1946. Pp. 212. $1.00. 


This book is a guide to social research in the 
field of health and health services. It is the prod- 
uct of a work group sponsored by the Southern 
Regional Committee of the Social Science Re- 
search Council. The volume consists of six chap- 
ters, including excellent introductory and con- 
cluding chapters by Duncan, who was chairman 
of the work group. Chapter ii reviews the litera- 
ture and past research; chapter iii outlines the 
fields of social research on health; chapter iv 
gives some excellent detailed plans for research 
projects; and chapter v summarizes, for in- 
experienced research workers, the general 
methods of social research as applied to the 
health field. In the Appendix there is a per- 
haps too comprehensive bibliography, lacking 
much-needed evaluative and descriptive anno- 
tations. 
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The fields of social research in health, as well 
as the classification of projects, are outlined as 
follows: (1) general, (2) economic, (3) historical, 
(4) political science, (5) psychological, and 
(6) sociological. Projects in the field of political 
science include studies of public health adminis- 
tration, local health units and organizations, 
vital statistics registration and reporting, effec- 
tiveness of public health educational services, 
public health personnel policies, regulatory 
functions, health legislation, legal aspects of co- 
operative and group health organization; and 
legal status of deviate practitioners in the 
states. 

The most practical and valuable part of this 
volume is chapter iv, “Health Research Project 
Plans.” Twenty-two projects are outlined in de- 
tail by persons who have either conducted or 
plan to conduct such projects. The outline of 
each project follows a conventional outline 
adapted from agricultural experiment station 
procedure, including sections on: purpose, or- 
ganization and financial support, method of 
procedure, review of literature, and uses (prac- 
tical applications) of the study. 

It should be said that this book is written 
with the relatively inexperienced research work- 
er in mind and more particularly for those not 
connected with research institutions or agen- 
cies. The impression is given that most of these 
projects are designed to be carried on by one or 
two individuals having limited financial re- 
sources. Perhaps individualism in social re- 
search is more or less inevitable because of the 
very nature of our academic setups, but this 
reviewer would like to suggest that the time has 
come to think in terms of groups of scholars 
working together on broad research fields where- 
in there will be possible an economical division 
of labor and a minimum of overlapping. This 
type of thing is becoming increasingly practi- 
cable because of the increasing amount of funds 
available for social research in health. For ex- 
ample, the National Institute of Health of the 
United States Public Health Service has only 
recently announced the availability of extensive 
grants for research in public health methods, 
which includes a large part of the field of re- 
search outlined in Social Research on Health.* 

C. Horace HAMILTON 


North Carolina State College 


* See C. J. Van Slyke, “(New Horizons in Medical 
Research,”’ Science, CIV, No. 2711 (1945), 559-67- 
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Kentucky City Finances. By James W. MARTIN, 
assisted by VERA Briscoe, GLENN D. Mor- 
ROW, HERMAN A. ELLIs, EARL K. TURNER, 
and Frepa WirTHEROw. (“Bulletin of the 
Bureau of Business Research,” No. 12.) Lex- 
ington: University of Kentucky, 1946. Pp. 
xii+275. 


An important contribution to the field of 
municipal finance is contained in this study is- 
sued by the Bureau of Business Research of the 
University of Kentucky, which was undertaken 
at the request of the Kentucky Municipal 
League. 

In recent years the problem of financing 
cities has become increasingly difficult. Al- 
though federal, state, and local revenues have 
increased substantially in the last thirty years, 
the relative position of American municipalities 
has grown steadily worse. Kentucky cities, like 
those in many other states, have found their 
revenues no longer adequate to meet growing 
demands for services. While these demands have 
been increasing, numerous factors have operat- 
ed to shrink the principal source of municipal 
revenue, namely, the urban property tax. It is 
quite apparent, therefore, that the maintenance 
of municipal government services and sound 
credit depends on improvements in the munici- 
pal revenue structure and in the management of 
municipal financial affairs. A major contribu- 
tion of this study is the emphasis placed on the 
latter type of improvement. 

The primary purpose of the investigation was 
“to discover and analyze practical possibilities 
of greater fiscal freedom for Kentucky cities of 
all classes.” It is made perfectly clear that, if 
cities are to have greater freedom of action in 
financial matters, they should first strive for 
better financial management—so that present 
revenues will provide more goods and services 
—before seeking additional sources of revenue. 

Chapter i, entitled ““What the Cities Want,” 
provides an interesting introduction to the re- 
port and contains an interpretation of the sug- 
gestions of a fairly large number of officials as to 
the means of improving local conditions. It is 
significant and augurs well for adoption of many 
recommendations contained in the report that 
these suggestions “indicate that city adminis- 
trators are quite aware of the necessity of im- 
proving city management generally and thereby 
enhancing the city’s ability to buy more service 
with each dollar spent.” 
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Many of the fiscal problems confronting 
cities are reflected in statistics of city revenues, 
expenditures, and debt, and these are set forth 
in chapter ii. Incidentally, it would have been 
helpful to readers in other states if the authors 
had explained more specifically the legal distinc- 
tions between the six classes of Kentucky cities. 

In six of the eight chapters that follow, the 
whole area of city fiscal administration and 
management is examined and includes budget- 
ing, accounting, reporting, purchasing, debt 
managment, property-tax administration, and 
auditing. The continuity of fiscal administra- 
tion would have been somewhat improved by 
placing the chapter on the post audit before that 
on additional sources of revenue. These sections 
of the report constitute a veritable manual of 
good government and administration. For the 
attainment of better management, sound prin- 
ciples and practices are developed against the 
background of existing practices and legal re- 
quirements in a manner that officials can easily 
follow as a guide. Their evaluations of existing 
practices are set forth in a positive and forth- 
right style, of which the following, with refer- 
ence to budgeting, is typical: 

Most Kentucky cities follow a hit-or-miss policy 
[as to the execution of their approved financial plans] 
worked out in such a manner as to render inevitable 
considerable waste [p. 59]. 


The report contains a good chapter on 
sources of additional revenue. In view of the 
common tendency to turn to the state for more 
financial assistance, their conclusion on this 
point will be of interest: 

With respect to grants-in-aid ....the policy 
factors which might lead to state appropriations 
might also indicate distributing the funds primarily 
to rural rather than to urban areas. At any rate, 
there is plenty of reason to believe that a policy of 
promoting state taxes as such with accompanying 
grants to local governments would not be the most 
promising avenue, from the point of view of munici- 
palities generally, for securing fiscal flexibility for 
city governments [p. 178]. 


Reverting to the primary purpose of the 
study, the final chapter deals with steps toward 
financial freedom of action, which center princi- 
pally around the following: (1) repeal of detailed 
statutory restrictions which make good man- 
agement impossible; (2) modernization of ad- 
ministration of the property tax, which is the 
most important instrument for increased reve- 


nue flexibility ; (3) adoption of certain standards 
for avoiding waste; and (4) granting of financial 
relief by the commonwealth through joint per- 
formance and state assumption of certain local 
functions and through providing city supple- 
ments to state taxes such as the excises. 

The problems examined in this report are 
found throughout the country. Students of 
government and municipal officials will find 
here a methodological approach that might well 
be adapted to a study of municipal finance in 
their own states. 

RoBErT S. Forp 
University of Michigan 


Land Use in Central Boston. By WALTER FIREY. 
Cambridge: Harvard University Press, 1947. 
Pp. xv+340. $5.00. 


This book falls far short of the development 
of a general theory of land use and a reconstruc- 
tion of ecological science—though such claims 
appear both on the dust cover and, by implica- 
tion, in the text. But the author does present an 
interesting description and interpretation of 
land use in Boston which extends our under- 
standing of the nonrational factors in land-use 
determination. 

The volume starts with a typing of ecological 
theories and, through the remaining pages, 
strains hard to discredit them all. The “‘ideal- 
ized descriptive schemes” of Burgess and Hoyt 
are disposed of by showing how they fail to fit 
the Boston land-use pattern, though one might 
question the validity of conclusions based on 
but a single community. The “empirically ra- 
tionalistic theories” and the “methodologically 
rationalistic theories” are misinterpreted by the 
author to imply that the properties of space are 
“natural givens” and that the explanations of 
the processes of land-use determination ignore 
nonrational (symbolic) values as well as the so- 
cial system within which the processes take 
place. Having misinterpreted the approach of 
those who have gone before him (and let the 
reader be warned that this reviewer is one of 
those who was singled out for demolition), the 
author is free to proceed to show how “the prop- 
erties attaching to physical spaceand the ends by 
which a social system orients itself to space have 
their being in a cultural systemy’ (p. 33). 

The analysis of location trends on Beacon 
Hill is used to establish the point that “values 














may enter into the ends by which social systems 
choose locations” (p. 87), which many of us 
have long accepted as axiomatic, and that 
“values are indeed self-sufficient ecological 
forces” (p. 87), which the author does not suc- 
cessfully demonstrate. The continuing retention 
of Boston Common as an open space in spite of 
its high potential value in commercial use is said 
to show that land may be an end value in itself. 
An analysis of the North End Italian colony 
serves to prove that “localized social solidarity” 
exerts an influence upon land use. The retail 
area in central Boston is used as a demonstra- 
tion that “rational adaptation is itself a cultur- 
ally relative phenomenon” (p. 230), i.e., that 
under a different institutional system we would 
have a different land-use pattern. The Back 
Bay district is appraised for the purpose of 
showing how the process of land-use succession 
is conditioned by the aura of traditional wealth 
and respectability which the area retains. In the 
course of this demonstration the author gives 
little evidence of an understanding of the actual 
locational considerations which determine the 
locus of apartment houses, doctors’ offices, and 
retail specialty shops, which are the uses under 
consideration. The final chapter of description 
deals with the men’s rooming-house district in 
the South End, apparently for the purpose of 
proving that, to understand locational phenom- 
enon, we must understand the “social system” 
which is involved. 

In a vague and unsatisfying way, Professor 
Firey has produced a denial of a fundamental 
economic process which applies in the land mar- 
ket as well as it does in the wheat market or in 
the market for precious stones. He has tried to 
show that subjective value—symbolic, fetishis- 
tic, culturally conditioned, or what have you— 
is directly translated into land use without, it 
would appear, having first been assigned a mon- 
etary expression. He says: “Only when values 
are posited as an autonomous and independently 
causative variable can locational processes 
.... be fully understood” (p. 133). He has suc- 
ceeded in showing—in interesting, but not origi- 
nal, detail—that the demand for the services of 
land or the subjective values assigned to space 
may be strongly influenced by nonrational con- 
siderations. This fact has long been understood 
by economists in its application to all economic 
goods. But Professor Firey has failed to show 
how the market processes of competition can be 
short-circuited, whatever may be the deter- 
minants of the subjective value assigned to land 
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by owners, buyers, and sellers. Apparently the 
author has assumed that land economists are 
still thinking in terms of Adam Smith’s perfect 
market and economic man and that they as- 
sume the competition of land uses to take place 
on the basis of purely rational considerations. 
Perhaps we “empirical rationalists” have too 
readily taken for granted that our readers have 
mastered the basic axioms of modern economic 
theory. 

RicHArD U. RATCLIFF 


University of Wisconsin 


Light Metals Monopoly. By CHARLOTTE F. 
MuLLER. New York: Columbia University 
Press, 1946. Pp. 279. $3.00. 


This book is chiefly concerned with an ex- 
planation of how a national aluminum monop- 
oly arose in the United States and continued to 
exist until World War II brought an imperative 
need for greatly expanded supply. The treat- 
ment is based largely on a study of the volu- 
minous records in the recent government anti- 
trust suits, which resulted in a decision against 
the Aluminum Company of America with re- 
spect to aluminum and a consent decree signed 
by Alcoa, the Dow Chemical Company, and 
others in the case of magnesium. The conclu- 
sions emphasize control of power, international 
cartel relations, and control of magnesium as 
basic factors supporting continued monopoly in 
aluminum. If the author displays at times an 
uncritical readiness to accept allegations as 
facts, she also shows a broad grasp of the com- 
bination of economic and technological factors 
and ineffectual application of the antitrust laws 
that facilitated continued existence of monopoly 
in aluminum. 

The two dramatic chapters on developments 
in magnesium are especially interesting. The 
future of the new light metal, whose industrial 
development was apparently retarded by re- 
strictive agreements until the war demands 
catapulted it into prominence, hangs on the 
balance or unbalance of several imponderables: 
number of postwar producers, improvement of 
processes, commercial development of potential 
uses, and intersubstitute competition or monop- 
oly. 

The striking developments in aluminum and 
magnesium during World War II are treated in 
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somewhat journalistic fashion. Although new 
producers entered both industries, the estab- 
lished monopolies retained a very great share of 
the expanded war markets and ably performed 
their contract obligations. The author seems 
critical of the failure of government or business 
to develop effective new processes for aluminum 
oxide (the immediate raw material for alumi- 
num) and magnesium during the war. However 
justified this criticism may be, surely the impor- 
tant point is the failure—both on the part of 
government and industry—to devote sufficient 
energy and resources to these problems before 
we became involved in the hurly-burly of war, 
with its immediate necessities requiring prin- 
cipal reliance on established processes. 

The author concludes her book by a sketch, 
without much appraisal of merits and defects, 
of several possible remedies for the effects of 
monopoly power which could be used to supple- 
ment the final court disposition of the aluminum 
case, whatever form of organization of the in- 
dustry emerges therefrom: reduction or removal 
of the aluminum tariff; financial aid for new 
processes and new competitors at home and for 
development of light metals in backward coun- 
tries possessing the requisite materials; com- 
plete separation of control of aluminum and 
magnesium; competition of government plants, 
government ownership and operation of all 
plants producing aluminum ingot; co-operative 
ownership by fabricators of integrated alumi- 
num facilities; and direct government price con- 
trol. This treatment of postwar policy toward 
these industries is disappointing in that it con- 
tains little analysis of the potential competitive 
position of government plants and the problem 
of their disposal. 

A study of the forms or mechanics of market 
control always raises the question of whether 
these are important except in terms of their re- 
sults. For too long the application of the anti- 
trust laws has been primarily concerned with the 
attempt to distinguish bad and good mechan- 
ics—not in terms of operating results to the 
economy, but in terms of whether they lead to 
“monopoly” or “competition” —almost irrespec- 
tive of the results. What is needed is much better 
and more extensive analysis and appraisal of the 
results of various kinds of market organization 
and business practices and policies in terms of 
our basic economic and social goals. 


DonaLp H. WALLACE 
Washington, D.C. 





The Concentration of Economic Power. By 
Davip Lyncu. New York: Columbia Uni- 
versity Press, 1946. Pp. x+423. $5.50. 

In 1938, President Roosevelt called upon 
Congress to conduct “‘a thorough study of the 
concentration of economic power in American 
industry and the effect of that concentration 
upon the decline of competition.” Within two 
months, Congress responded by creating the 
Temporary National Economic Committee. 
This committee sat for nearly three years, ex- 
pended more than one million dollars, and pro- 
duced seventeen thousand pages of hearings and 
forty-three monographs. In the present book, 
Mr. Lynch sets out “to assemble and interpret” 
the mass of material contained in the hearings. 
Since he limits himself almost exclusively to 
those aspects of “the concentration of economic 
power” brought to light by the committee, the 
title is somewhat of a misnomer. More accurate- 
ly, his study is a politico-economic analysis and 
appraisal of the committee itself, its proceed- 
ings, and its final recommendations. So stated, 
his task is still both heroic and, on the whole, 
well done. 

Mr. Lynch begins by describing the executive 
and legislative history of the resolution creating 
the committee, the qualifications and predilec- 
tions of its members, and its original objectives. 
He then presents (chap. iv) a topical outline of 
the hearings which, far from being a mere table 
of contents, summarizes many of the principal 
economic data which emerged from the testi- 
mony of more than five hundred witnesses. 
Here, however, those readers who have not 
studied the hearings with the thoroughness and 
diligence of the author will first be struck by the 
degree to which the committee fell short of pro- 
ducing that “storehouse of new information” of 
which economists were initially so hopeful. 

This disappointment will be intensified as the 
author proceeds (chaps. vi-viii) to summarize 
the testimony on industrial concentration, on 
the exploitation of public authority and legal 
institutions for the advantage of special-inter- 
est groups, and on price and production policies 
and practices by which monopoly is imple- 
mented. Although he strongly shares in this 
disappointment (pp. 173, 356), the author finds 
some virtue in the educative value (both for 
legislators and the public) of the committee’s 
revelations that business devices and practices, 
long since branded as contrary to public policy, 
continue to persist. Furthermore, the committee 
did disclose (chap. x) several little-known but 
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flagrant abuses in specific fields (especially in in- 
surance and the glass-bottle industry), some- 
what strengthened the hand of the reinvigorated 
Anti-trust Division, and caused Congress to ini- 
tiate action aimed at correction of certain 
abuses, particularly under the patent laws. 

Nevertheless, in his excellent appraisal of the 
committee’s work (chap. xii), Mr. Lynch makes 
it clear that these contributions were small re- 
ward for an investigation which, while centering 
its attention on the monopoly problem, did so 
on essentially a planless basis. The results were 
the assembly of ‘‘a mass of substantiating data 
rather than ....an analysis of the forces re- 
sulting in economic dislocation and maladjust- 
ment”’ (p. 364) and a series of final recommenda- 
tions which departed little from antimonopoly 
documents of the past. The refusal of the chair- 
man “to permit testimony relating to advertis- 
ing unless malefaction could be proved”’ (p. 362) 
is an interesting case in point. Mr. Lynch is 
particularly critical of the committee’s failure 
to fulfil its original promise (chap. ix) to study 
the broader problems of the unemployment of 
our economic resources and the business cycle. 
Testimony in the hearings on savings and in- 
vestment, in which Professor Hansen played an 
important role, was either denounced or ig- 
nored. The fact that “its final achievements 
were not commensurate with what was expected 
of the Committee” is attributed (p. 371) to its 
unwieldy size, its hybrid composition (execu- 
tive-senatorial-congressional), ‘“‘the predilec- 
tions of its members, its loss of personnel, the 
absence of a purposive and dominating leader, 
the fear of business antagonism, the tremendous 
scope of the Committee’s task, the lack of inte- 
grated organization, and its failure to operate 
as a forum for constructive proposals.” 

The present book may be fairly criticized 
only on matters of detail. The reviewer was an- 
noyed by the consistent misspelling of Professor 
Chamberlin’s name. The author’s comments 
about the present “age of corporacy” (pp. 93- 
95) appear to indicate an unjustifiable stereo- 
type according to which all “corporations” are 
both “big” and “bad.” His indices of economic 
concentration too readily become the basis for 
generalization about the extent of “uniform in- 
dustrial policies and maintained prices . . . . in 
modern economic life’ (p. 142). Because of the 
importance of the individual executive decision 
in oligopoly situations, the reviewer would sug- 
gest that quite different price policies (from the 
social point of view) can emerge from superfi- 


cially similar market structures in different in- 
dustries. Furthermore, the author’s alarm at 
oligopoly per se, at this point, is hardly consist- 
ent with his later criticisms of the committee 
(p. 365) for failing to consider “the relation of 
bigness . . . . to economic efficiency.” 

Mr. Lynch sometimes accepts without criti- 
cism oversimplified or even naive arguments in- 
troduced into the hearings. Thus he states: 
““Much as the Standard Oil monopoly was built 
up by domination of the refineries and the pipe 
lines, the new milk trust has built its control 
around the legally required pasteurization 
plants—the milk refineries” (p. 224; cf. pp. 76, 
317). To fix upon milk pasteurization plants as 
the key to the growth and dominance of the na- 
tional dairy corporations is comparable to an as- 
sertion that substitution of the plow for the hoe 
made monopoly in agriculture inevitable! In 
discussing the technological revolution in agri- 
culture (“The American Inclosure Movement,” 
PP. 291-93), he views with alarm the increasing 
displacement of farm workers by machinery, 
while attacking the “monopolistic” farm-ma- 
chinery industry for holding up machinery 
prices! His similar concern for the failure of em- 
ployment to keep pace with production in the 
manufacturing industries during the 1920's 
(p. 244) might be somewhat allayed by Colin 
Clark’s emphasis on the growing importance of 
the “‘tertiary”’ (service) industries in a maturing 
economy. 

When all is said and done, the shortcomings 
of the present book are of necessity essentially 
those of the hearings themselves. We can be 
grateful to Mr. Lynch for having reduced so in- 
congruous and massive a body of material to 
manageable and readable form. It will serve as 
a useful textbook for the layman, a handy refer- 
ence work for the general economist, and a help- 
ful index to the original documents for the econ- 
omist of industry. In the reviewer’s opinion, the 
T.N.E.C. monographs are, on the whole, of 
much greater professional value than the hear- 
ings. If so, the conclusion would appear to be 
that a major part of our knowledge of industrial 
price policies will still have to depend upon the 
less spectacular (and less well financed!) efforts 
of individual scholars engaged in painstaking 
research in the details of individual industries. 
The public forum has its place—but so does the 
private study. 


Wiiram H. NICHOLLS 


University of Chicago 
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Seen from E. A.: Three International Episodes. 
By Herspert Fers. New York: Alfred A. 
Knopf, 1947. Pp. xi+313+-vii. $2.75. 

This excellent and eloquently written book 
should be made required reading alike for our 
statesmen and other responsible government 
officers and for all students of international af- 
fairs. Dr. Feis was economic adviser, and later 
adviser on international economic affairs, in the 
Department of State from 1931 to 1944; the 
Department’s code designation of his office is 
incorporated in the title of the book. He was ina 
strategic position to watch the development of 
world events in this supremely critical period 
and to work effectively in the formulation of 
American policies. The book presents an ac- 
count, in part modestly autobiographical, of 
three of the most important sets of problems and 
events of the period. 

The first was the long and bitter struggle to 
build up adequate stockpiles of natural rubber 
in this country before Pearl Harbor. In retro- 
spect the story is almost unbelievable. In the 
middle and later 1930’s, few Americans believed 
another war was coming; until 1941 the enor- 
mous requirements for rubber in a modern war 
economy were fantastically underestimated; 
and even in mid-1940, almost a year after the 
war had broken out, the foreign supplying na- 
tions were chiefly interested not in building up 
the American arsenal which soon became their 
one last defense but in “protecting” Far East- 
ern rubber producers from the expected after- 
effects of the “temporary” increase in American 
requirements and protecting them by refusing 
any substantial increase in production quotas 
and deliveries! Nor were the stubborn inertia 
and the paralyzing struggles for personal power 
of some of the most responsible American of- 
ficials creditable. In 1939 our private stocks 
were only a third of what they were in 1934; in 
1940, still only a half. The fact that, at long 
last, enough rubber was accumulated to carry us 
through—by the slimmest of margins—from the 
time when the Japanese stopped shipments un- 
til our own synthetic production got going was 
due in large measure to the foresight and per- 
sistent hammering of the small group which Dr. 
Feis led. The lessons of this experience are ob- 
vious. They apply to all critical and strategic 
materials for which we are seriously dependent 
on foreign supplies. It is to be hoped that they 
will be carefully studied and learned by those in 
charge of our present stockpiling machinery. 


The second set of problems and events cen- 
ters on the growing interest of our government 
in Middle Eastern oil. This interest, high after 
the first World War, died down for a time but 
flared again in the middle of the war just ended. 
The story is still far from finished, perhaps hard- 
ly begun, and its lessons are not yet clear. On 
the one hand, the American government has 
been a persistent, effective, and welcome ally of 
our private enterprises in their efforts to obtain 
development rights in foreign oil fields; and this 
activity has been defensible on high grounds of 
international strategy and the prospect of the 
eventual inadequacy of our own oil reserves. 
On the other hand, the American industry has 
fought tooth and nail against intervention by 
the government in what the industry regards as 
its own affairs, and against any other threat of 
something called “socialization.”” The proposal 
for a government pipe line to the Mediterranean 
(1944) was ignominiously crushed; and even the 
revised Anglo-American Petroleum Agreement, 
vague and relatively restricted in probable ef- 
fect, is still unratified by Congress. Dr. Feis’ 
proposals and conclusions (pp. 184-90) seem 
reasonable, but a complete solution is not yet in 
sight. 

The third episode is the disheartening but 
more familiar story of the failure of the League 
of Nations to take any effective action whatever 
to stop Mussolini’s ignoble rape of Abyssinia. 
This is a story of timidity, fear, and deceit; of a 
craven unwillingness to face facts or to live 
openly by principles openly defended; and of an 
incredible abrogation by responsible democratic 
governments of solemn international engage- 
ments. It is a bitter picture of that collapse of 
international integrity, courage, and mutual 
trust which led inevitably to the second World 
War. Nor can we in the United States, torn as 
we were by uncertainty, isolationism, and fail- 
ure to perceive our inescapable role in world 
affairs, draw great pride from our own record in 
this period. 

The first of these episodes is a painful case 
study in the problem of how not to foresee or 
prepare for war; the third, in how not to pre- 
serve international peace. The world’s problems 
today are in many respects different from those 
of the 1930’s, but many of the lessons of the 
1930’s still apply. The price of peace is not only 
eternal vigilance but is also the courage to rec- 
ognize unpalatable facts frankly, the patience 
to seek viable compromise without surrender of 
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essential principles, and the will to support 
such principles in the face of all temptation and 
doubt. 

James W. ANGELL 
Columbia University 


Grundsdtze und Methoden zur Ermitilung der 
richtigen Wéahrungsrelation sum Ausland. 
Vol. I. By Hans Bout. (“Untersuchungen 
des Instituts fiir Wirtschaftsforschung Zii- 
rich.””) Bern, Switzerland: A. Francke A.G. 
Verlag, 1944. Swiss fr. 9.80. 


This memoir was prepared for the Swiss gov- 
ernment. It tries to lay down theoretical prin- 
ciples for the determination of equilibrium ex- 
change rates after the war. It was written long 
before the end of the war, and the author was, 
therefore, not in a position to follow the discus- 
sions about the postwar currency arrangements 
which, at that time, were already in full swing 
in the United States and Great Britain. The 
Keynes and White plans were not known to 
him. 

The book is almost entirely theoretical. The 
last ten pages contain a few figures and one 
graph, the only ones in the entire volume, 
sketching the application of the theory to the 
case of Switzerland. The argument runs entirely 
in words; no attempt is made to elucidate the 
argument by algebraic or diagrammatic treat- 
ment, although the essay deals with quantita- 
tive relationships and continuously uses quan- 
titative concepts such as demand, supply, elas- 
ticity, and international and national price re- 
lationships. The author is evidently well ac- 
quainted with the modern theory of interna- 
tional trade but refrains from making any ref- 
erence to the literature. 

All this makes it a little difficult for the read- 
er to follow the closely knit argument, especially 
inasmuch as the author chooses to use technical 
terms occasionally in a somewhat unusual sense. 
For example, “elasticity” refers not to quantum 
of (say) exports, but to its value; ‘‘positive elas- 
ticity” to what is usually designated as “‘elas- 
ticity greater than unity,” etc. The theory pro- 
pounded in this essay can be described as a mod- 
ern equilibrium theory. Special emphasis is 
placed upon the use of price-and-cost compari- 
sons as an indicator of exchange equilibrium. 
But the author is fully aware of the severe limi- 
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tations of every kind of purchasing-power-par- 
ity theory. 

The book is a workman-like performance, 
but, for the reasons indicated, the American 
reader will hardly derive much benefit. 


G. HABERLER 
Harvard University 


Reconversion in Industrial Relations. By Bryce 
M. STEWART and WALTER J. Couper. (“In- 
dustrial Relations Monograph,” No. 13.) 
New York: Industrial Relations Counselors, 
Inc., 1946. Pp. 72. $1.75 (paper). 

It is not to criticize this intelligent mono- 
graph to say that it is not a scholarly analysis of 
the events or problems of reconversion in indus- 
trial relations, for it is written as “an aid to 
managment” in the development of labor-rela- 
tions policy. It intends only to bring the execu- 
tive abreast of recent developments—especially 
changes in the strength, policy, and behavior of 
organized labor—and to provide for him both a 
description of the ground over which he is going 
to be traveling in the near future and specific 
suggestions for making the best of the situation. 
Possibly an implication of pessimism is incor- 
rectly drawn from reading the monograph; yet 
it appears in large part to be a guide to rear- 
guard action. 

An academician may take exception to the 
large quantity of unsupported generalization 
characteristic of the authors’ assessment of the 
wartime gains and losses to management in in- 
dustrial relations, as illustrated by their charge 
that unions have become increasingly irrespon- 
sible as a result of the war, a conclusion with 
which the reviewer would agree or disagree only 
it evidence were presented. The academician 
may also question the usefulness of superficial 
analysis of important issues, such as union secu- 
rity (pp. 51-53), as well as the possibility of un- 
derstanding industrial relations without much 
more attention to the union point of view on 
controversial policy issues. 

But these objections may not be at all rele- 
vant to an appraisal of a handbook of advice for 
business executives. A handbook should pre- 
sumably be brief and, if written for business ex- 
ecutives, should not stir doubt or impair self- 
confidence. On these counts the monograph is, 
on the whole, quite successful. As a handbook, 
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its major weakness may be its kindness to man- 
agement; it may instil hope where there should 
be none. But even this weakness may be a 
strength, for executives will be stimulated to 
study the book, thereby profiting from what is 
on the whole its very excellent advice. 


CHARLES E. LINDBLOM 
Yale University 


The Political Problem of Industrial Civilization. 
By Etron Mayo. Cambridge: Graduate 
School of Business Administration, Harvard 
University, 1947. Pp. 26. $0.50. 


Professor Mayo’s little monograph—two 
short lectures delivered in May of this year— 
continues a recent tendency in sociological writ- 
ing—the attempt to read the meaning of human 
history through apocalyptic generalizations— 
and often, in the process, at the expense of his- 
tory. 

Any category of analysis derived from data 
in time, or some other continuum, necessarily 
involves some distortion of the raw events; and 
this we accept as a necessary price of generaliza- 
tion and theory. In this process, though, two 
questions are always implied: How fruitful are 
these “distortions” in ordering the data and in 
opening avenues for further inquiry? Do these 
generalizations go so far from the data as to lose 
all meaningful contact with it? To these ques- 
tions there are no pat answers; in each case it is 
only further inquiry that is the proof. My hunch 
in this case is that Elton Mayo’s distinctions 
add, on one level, little more than terminologi- 
cal confusion, and, on another, some dangerous 
fallacies. 

The subtitles of the monograph suggest the 
themes. The first is “The Modernization of a 
Primitive Community.” For Mayoa society is a 
co-operative system ; a civilized society “is one 
in which the cooperation is based on under- 
standing and the will to work together rather 
than on force.” The progress of civilization, 
thus, is seen in the decline of fear and force and 
the substitution of will as the basis of social 
cohesion. In this sweeping evolution of human 
society—based, it would seem, on Durkheim’s 
distinction of mechanical and organic solidarity 
—there are two types of control, centralized 
control and normal democratic control. The 
first arises where there is a crisis and central 


authority must assume power “as arbitrary as 
any tyrant.” When the emergency has passed, a 
society “if wise” relaxes central control and per- 
mits peripheral organizations some measure of 
self-determination. “This phasic alteration,” 
Mayo writes, “has been the historic character 
of the development of the great democracies.” 
The statement is left undocumented. Could it 
be otherwise? I doubt it. It is too indistinct a 
distinction. 

A second distinction, paralleling the first, is 
between the “heroic” and “civilized” methods 
of popular control. The former may be neces- 
sary in periods of crisis; the latter is the basis of 
“normal democracy.’ Since Mayo’s interests 
are in social organization, his definition of de- 
mocracy is that of the administrative process 
operating co-operatively. Further definition is 
eschewed. Hitler and Mussolini, each posturing 
as a hero, chose the former path. Russia also is 
using the heroic method, although Mayo thinks 
that Stalin has a conception of the administra- 
tive process that Hitler and Mussolini did not 
have. “. .. . However justifiable this may be at 
the moment,” Mayo writes, “there seems to be 
no evidence that Russia’s rulers even think be- 
yond emergency-crisis-drive as a method of 
leadership. . . . . [Russia] has substituted one 
type of primitive control for another; but with 
the advent of literacy and skill the primitive 
type of control is doomed.” 

The second essay, “Change and Its Conse- 
quences,”’ is less discursive and takes the reader 
from political philosophy to political theology. 
Mayo’s views can be best presented in quota- 
tion. The “high middle ages” was,-for him, 


. ... a definite civilization in which . . . . every man 
felt himself to be participant in the work of the 
Church and felt therefore that his chief duty was 
that of cooperation with every other person of any 
diverse race or kingdom in the service of Sion... . 
from the sixteenth century onwards we begin a rapid 
descent from real civilization to mere cultures . . . . 
the medieval ideal of the cooperation of all is the 
only satisfactory source of civilized procedure. 


In this short space, I want to make five com- 
pressed observations: 

1. Within its own structural terms, Professor 
Mayo’s essay lacks a statement or theory as to 
how social change operates. This omission em- 
phasizes the sermon aspect of the lecture. 

2. The statement that will is more “civilized”’ 
than force is highly ambiguous and in this con- 











text obscures the real problem of the definition 
of means and ends in the clarification of values. 
A community often is fused by will into a tre- 
mendous fanaticism which leads to war and 
destruction. If the modern examples of naziism 
and Stalinism are debatable as proof, then per- 
haps the religious wars of the seventeenth cen- 
tury or the Mohammedan-Ottoman aggressions 
may serve as illustrations. The side question 
could also be raised, from Hobbes, whether in 
any political society, law—the basis of social 
cohesion—can ever be more than command. 

3. The notion that the advent of literacy 
dooms the “primitive type of control,” i.e., 
force, curiously misses the whole nature of mod- 
ern mass dictatorship and the use of “‘the word” 
as the basis of control. 

4. As in his two other writings in this series 
Professor Mayo seems blind to the role of inter- 
est groups in a society. Social problems are for 
him, at bottom, organizational ones, and the 
terms in which they are handled are either 
psychological, as in the two earlier books, or 
theological, as in this. For example, there is not 
for him any real problem of bureaucracy as a 
class (it is merely an integral part of an adminis- 
trative structure), so that his discussion of 
Russia, lacking any insight into the emergent 
class nature of the new society based on a mode 
of organization, seems pallid and weak. Similar- 
ly, his two previous works have consistently 
neglected problems of labor-management re- 
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lations in any other terms than those of admin- 
istrative structure of a company. 

5. Mayo’s euphoric notion—a dangerous ob- 
sessive reverie for any workman—of a medieval 
harmony is a tremendously superficial reading 
of history as well as an uncritical acceptance of 
an ideal which strikes at a free society. On the 
historical level the emergence of a universal 
Christian society in Europe came only following 
the Crusades, and that tremendous unity of 
will and internal cohesion was based largely on 
the spurious threat of an outsider, particularly 
the Jew, and was a period of widespread super- 
stition, intolerance, antisemitism, and other 
heresy hunts. The periods following saw wide- 
spread corruption and dissidence, as witnessed 
by the growth of heterodox movements cul- 
minating in the Reformation of the sixteenth 
century. 

History apart, Mayo’s call for “coherence” 
leads to an organic conception of society. It is 
one which can only serve the bureaucratic 
monoliths which are emerging today. It can 
only lead to the suppression of toleration and 
individualism which are the fruits of the Eng- 
lish political heritage. For this reviewer the 
grave challenge to the social scientist is to map 
out a social structure which permits and encour- 
ages autonomy, not orthodoxy. 

DANIEL BELL 


University of Chicago 
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THE RESPONSIBILITY OF 
MANAGEMENT 


IN THE BELL SYSTEM 


Te usep ro ye that the owners of practically 
business were themselves the managers of 
the Sap epta Today, as far as large businesses 
are concerned, a profound change has taken 
place.. In the Bell System, for instance, employee 
management, up from the ranks, and not owner 
management, is responsible for running the 
This. management has been trained for its 
job in the American ideal of respect for the 
individual and equal opportunity for each to 
develop his talents to the fullest. A little thought 
will bring out the important significance of 
these facts. 

Management is, of course, vitally interested 
in the success of the enterprise it manages, for 
if it doesn’t succeed, it wili lose its job. 

So far as the Bell System is concerned, the suc- 
cess of the enterprise depends upon the ability 

Of ynanagement to carry onan essential nation- 
wide telephone service in the public interest. 

This ey requires that management 
act as 4 trustee for the interest of all concerned: 
the millions of telephone users, the hundreds of 
thousands of employees, and the hundreds of 
thousands of stockholders. Management neces- 
sarily must do the best it can to reconcile the 
interests of these groups. 

~ OF course, management is not infaliible; but, 
with its intimate knowledge of all the factors, 
management is in a better position than any- 
else to consider intelligently and act equi 
for each of these groups—and in the Bell 
System there is every incentive fer it to wish 
wo do so. 

Certainly in the Bell System there is no reason 
either to underpay labor or overcharge custom- 
ers in order to increase the “private profits of 
private employers,” for its profits are limited by 


regulation. Im. fact, there is no reason whatever 
for management to exploit or to'favor any one of 
the three great groups as against the others and § 
to do so would be plain stupid on the part of 
management. 


» ” > 


Tie susmvess cannot succeed in the long trun | 
without id em with good working 7% 
conditions, without ate returns t0 investrrs 
who have put their savings in the enterprise, © 
and without reasonable prices to the customers / 
who buy its services. On the whole these con- 
ditions have been well-met over the years in che / 
Bell System. : 
Admittedly, this has not been and is not an ~ 
easy problem to solve fairly for all concerned. Y 
However, collective bargaining with labor means 
that labor's point ef view is forcibly preserited. 7 
haben + investor must have is determined - 
uite defini what is required to attract” 
the needed z 
be obtained in competition with other industries. ~ 
And’in our lated business, management = 
has the responsibility—together with tegulatory 
authorities—to''see to it that the rates to the # 
public are such as tc assure the money, credit j 
and plan: that will give the best possible tele- 4] 
phone service at all times, 4 
More and better telephone. service at a cost 7 
as low as fair treatment of ex and a9 
reasonable return to stockholders will permit is” % 
the aim and the responsibility of management in © 
the Bell System. 
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Nic we Age, x. t 
WALTER S. GIPFORD, Predeat 
AMERICAN TELEPHONE AND TELEGRAPH COMPANY 3 
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